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Figure 38.3  Share of manufacturing in total employment, countries by region,
1970-2010

Even with the dramatic de-industrialization in OECD and other Quartile 4 countries,
by 2010, only Quartile 3 had higher shares of manufacturing in employment and GDP.
Even the reduced shares of manufacturing remain higher in Quartile 4 than the all-time
peaks for Quartile 1. In the earlier periods, the shares of manufacturing in employment
and GDP are highest for Quartile 4 countries, and in the later periods these countries are
only overtaken by Quartile 3 countries. Quartile 3 countries (taken together) were already
de-industrializing by this time, but just not as rapidly as Quartile 4 countries.

The literature on de-industrialization emphasizes an inverted-U relationship between
income per capita and the share of manufacturing, notably in employment (Rowthorn
1994). This inverted-U relationship is evident here primarily in the trends within country
groupings. However, what comes through more strongly is the de-industrialization over
time across almost all country groups, with countries de-industrializing at lower income
per capita and at lower shares of manufacturing (see Palma 2005, 2008).

If these trends continue, the share of manufacturing in middle-income countries will
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Figure 38.4  Share of manufacturing in GDP, countries by region, 1970-2010

only catch up with that in upper-income countries due to de-industrialization being
more rapid in the latter than in the former, similarly for low-income countries catching
up with middle-income countries. This ‘catch-up’ is not happening through continued
industrialization among the less-developed countries, just through different paces of
deindustrialization.

Following this empirical overview of trends in the share of manufacturing in
economies internationally, in the following sections I proceed to discuss causes of de-
industrialization, the relationship between de-industrialization and technological retro-
gression, premature de-industrialization, and whether de-industrialization matters for
growth.
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CAUSES OF DE-INDUSTRIALIZATION

Various factors causing or contributing to de-industrialization have been discussed
in the literature. Rowthorn and Coutts (2004) identify five key explanations of de-
industrialization: (1) the reclassification of jobs from manufacturing to services due to
‘specialization’ through the outsourcing of activities to domestic service providers; (2)
decline in the share of manufacturing in total consumer expenditure due to a fall in the
relative prices of manufactures; (3) slower employment growth in manufacturing than in
services because of higher productivity growth in manufacturing than in services; (4) the
negative effects of international trade (especially imports from lower-cost producers) on
manufacturing employment in developed countries; (5) negative effects of lower rates of
investment on the share of manufacturing (in both GDP and employment), since invest-
ment expenditure goes disproportionately into manufacturing.

The relationship between the share of manufacturing in total employment and income
per capita is described in Rowthorn’s well-known inverted-U curve (Rowthorn 1994). As
countries’ income per capita grows over time, the share of manufacturing in total employ-
ment initially grows and that of agriculture declines, through the process of industrializa-
tion. At a turning point, the share of manufacturing in total employment levels off and
declines. With de-industrialization defined as a fall in the share of manufacturing in total
employment, this turning-point marks the onset of de-industrialization.

De-industrialization can thus result from countries’ transition into the downwards-
sloping part of the inverted-U curve: the fall in the share of manufacturing in total
employment as economies mature. This is the ‘classical’ form of de-industrialization in
the literature, understood as being part of the stylized facts of a transition from the sec-
ondary to the tertiary sectors.

Palma (2005, 2008) identifies three additional sources of de-industrialization. Firstly,
downward shifts in the curve over time. This means that whether or not countries reached
the turning-point, there was a declining level of manufacturing employment associated
with each level of income per capita. Secondly, a decline in the level of income per capita
at which the share of manufacturing in total employment declined. This could be under-
stood as a leftwards shift in the curve. Together, these shifts mean that de-industrialization
is beginning at lower levels of income per capita and lower shares of manufacturing in
total employment than was previously the case.

Thirdly, Palma introduces an argument that the Dutch Disease could be understood
as a further form of de-industrialization. This is in the sense of a decline in the share of
manufacturing in total employment over and above the above-mentioned changes. This
‘excess’ degree of de-industrialization is found in cases where a country discovered sig-
nificant natural resources, developed export finance or tourism, or as a result of policy
shifts in middle-income countries (Palma 2005, 2008).

Turning to the literature on the more specific causes of de-industrialization, on one
side of an early controversy, Bacon and Eltis (1976) attribute it in the United Kingdom to
a stifling of the manufacturing sector. They ascribe this to an overallocation of resources
to the services sector, in particular the government sector. High taxes are required to
support high government expenditure. However, since neither workers nor capitalists
are willing to reduce their consumption commensurately, there is a squeeze on exports,
savings and investment. Essentially, in the Bacon—Eltis hypothesis, manufacturing suffers
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from a shortage of resources, being crowded out by increases in government spending.
This argument evoked much debate in the late 1970s in the United Kingdom. It can be
counterposed to what has been referred to as the Cambridge view of de-industrialization
(see, e.g., Singh 1977; Cairncross 1978), which focuses primarily on falling demand for
domestic manufactures as a cause.

One of the sources of de-industrialization identified by Rowthorn and Coutts (2004) is
the reclassification of jobs from manufacturing to services due to domestic intersectoral
outsourcing. This refers to the reclassification of manufacturing employees as service
employees, due to an outsourcing of certain functions from manufacturing firms to
specialized service providers. This has been referred to as the ‘statistical illusion’ or ‘sta-
tistical artefact’ component of de-industrialization, since it does not represent an under-
lying structural shift in the sectoral composition of an economy. Rowthorn and Coutts
(2004, 5) argue that ‘it seems implausible that this accounts for more than a modest frac-
tion of the huge recorded fall in the share of manufacturing employment in advanced
economies over the past 30 years’.

Tregenna (2010) applied a new methodology for estimating the extent of intersectoral
outsourcing for the case of South Africa. The results indicate that the relatively high
growth in service employment in the 2000s was based in part on the outsourcing-type
reallocation and reclassification of services such as cleaning and security. Without this
outsourcing, it is projected that manufacturing employment in South Africa would have
grown slightly faster than employment in private services, suggesting that at least some
of South Africa’s apparent de-industrialization over this period was actually a statistical
illusion. There is no comprehensive international evidence about how much domestic
outsourcing has contributed to apparent de-industrialization, which would be important
to evaluate the extent of real structural shifts.

An ongoing central debate in the literature on de-industrialization is whether it is
caused primarily by domestic or external factors. More specifically, on the one hand,
some studies have emphasized the effects of changes in productivity in the domestic
manufacturing sector, rather than external factors. The argument here is that faster pro-
ductivity growth in manufacturing than in services leads to slower employment growth
in manufacturing than in services, even if output in both sectors were to grow at the
same pace. Krugman (1996) and Rowthorn and Ramaswamy (1999) are amongst those
who do not regard trade as a primary factor in the de-industrialization of the North.
On the other hand, various studies attribute de-industrialization in the North primarily
to external factors, specifically the impact of trade with the global South. Authors such
as Wood (1995), Saeger (1997), Kucera and Milberg (2003), Alderson (1999) and Sachs
et al. (1994) attribute de-industrialization largely to the impact of trade from the South
or to globalization more broadly.

Krugman analyses de-industrialization as a ‘domestic distortion” within Bhagwati’s
theoretical framework. Krugman critiques the argument that de-industrialization asso-
ciated with import competition causes welfare losses due to positive wage differentials
between the manufacturing and non-manufacturing sectors. The ‘de-industrialisation
hypothesis’, according to Krugman, is that the loss of high-wage jobs in manufacturing
because of foreign trade (as opposed to domestic changes in technology or demand)
has been a major source of stagnant or falling wages among workers in the United
States. He argues that ‘few economists with mainstream credentials have taken the
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deindustrialisation hypothesis seriously’ (Krugman 1996, 5), but it has been influential
on policy discourse. Krugman’s extended back-of-the-envelope-type calculations suggest
that only a fraction of a percentage point of the decline in American workers’ incomes
can be attributed to the trade-induced loss of high-wage manufacturing jobs.

Nickell et al. (2008) estimate an econometric specification based on a neoclassical trade
and production model in order to decompose the decline in manufacturing and the rise in
services in the OECD into the respective contributions of prices, technology and factor
endowments. They find that the more rapid pace of deindustrialization in countries such
as the United States (US) and United Kingdom (UK) is largely attributable to patterns
of productivity growth and differential changes in the relative prices of manufactures and
non-manufactures.

According to Kucera and Milberg (2003), between the late 1970s and the mid-1990s,
ten OECD countries lost 3.5 million manufacturing jobs (more than half of the overall
decline in those countries’ manufacturing employment in that period) due to changes
in world trade of manufactures. Their results attribute these losses almost exclusively
to North—South trade, with all ten countries estimated to have lost manufacturing jobs
from changes in North—South trade, and with changes in North—North trade having
had a negligible impact. Disaggregating manufacturing job losses in the North at an
industry level, Kucera and Milberg find large losses in labour-intensive industries as well
as in industries that were successfully targeted by developing countries’ industrial poli-
cies (such as electronics). They also find that, rather than there being winning and losing
industries, there were job losses in almost all manufacturing industries in the OECD;
they attribute these generalized losses to the decline in exports of manufactures from the
North to the South.

Saeger (1997) observes a strong negative correlation between countries’ net or gross
imports of manufactures from developing countries as a ratio of GDP and the coun-
tries’ change in manufacturing employment share between 1970 and 1990. Significantly,
Kucera and Milberg, Saeger and Rowthorn and Ramaswamy all find the expansion in
North—South trade in manufactures to account for about 20—30 per cent of the percent-
age point decline in the share of manufacturing in total employment in the North, using
different country samples and methodologies. Similarly, according to Wood’s (1995)
estimates, trade with developing countries brought about a reduction of about a fifth
of manufacturing employment in developed countries by 1990, with about half of this
fall accounted for by changed factor content and the other half by defensive innovation.
Virtually all the fall in demand for labour in his estimates is for unskilled labour.

A 1996 study by the US Department of Commerce (cited by Armah 1992) attributed
80 per cent of the total fall in manufacturing employment in the US between 1980 and
1984 to lower export-related employment. Half of this was found to be associated with a
decrease in export volume, 38 per cent with increased productivity and 11 per cent with
higher demand for imported inputs. Brady and Denniston (2006) find that low levels of
globalization initially cause industrialization, while higher levels of globalization subse-
quently cause de-industrialization. Alderson (1999) finds an outflow of direct investment,
as well as import penetration from the South, to have contributed to de-industrialization
in OECD countries between 1968 and 1992.

Reinert and Kattel (2007) set out a taxonomy of different forms of economic integra-
tions and a framework for analysing the effects of these. They argue that asymmetrical
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free trade areas that take a ‘colonial’ or non-integrative form can bring about the
Vanek—Reinert effect. This refers to a situation where rapid trade liberalization between
countries (or regions) with very uneven levels of development leads to the destruction
of the most-developed industries of the less-developed country (or region). While the
more advanced country reinforces its comparative advantages in increasing-returns
‘Schumpeterian’ industries, the less advanced country falls back to its comparative
advantage in diminishing-returns ‘Malthusian’ activities. This form of economic inte-
gration between countries is likely to lead to the less-developed country specializing in
activities that are less technologically advanced and that require less advanced skills,
with decline in the more advanced activities. Where these advanced activities are in
manufacturing, the decline takes the form of de-industrialization. In extreme cases, such
as Mexico, this de-industrialization can be followed by de-agriculturalization and even
depopulation (Reinert and Kattel 2007).

DE-INDUSTRIALIZATION AND TECHNOLOGICAL
RETROGRESSION

De-industrialization — premature de-industrialization in particular — may be linked to
what Endresen (1994) has termed ‘technological retrogression’. This is closely related to
what has been referred to as ‘primitivization’ in the historical literature. Technological
retrogression essentially refers to a situation in which production equipment, production
organization or production methods that had been used in the past are adopted by some
producers in the present. Technological retrogression almost inevitably leads to reduced
labour productivity, and hence to a loss of competitiveness and growth prospects.

Endresen (1994) argues that technological retrogression should not be understood as
a choice made by producers, since the retrogression may be forced upon producers by
immediate economic conditions (such as a lack of access to capital). She sees ‘lock-in’ as
a structural precondition of technological retrogression, where lock-in refers to a situa-
tion where there are no outlets for labour displaced by technological modernization and
where a lack of economic diversification traps producers in a certain economic activity.
Endresen emphasizes that technological retrogression is essentially a reversal of moderni-
zation. Instead of technological modernization proceeding in a linear manner over time,
with the use of ‘primitive’ techniques preceding modernization, technological retrogres-
sion can lead to producers using less-advanced techniques than they had previously done.

De-industrialization could be considered both a possible cause and a possible con-
sequence of technological retrogression. On the one hand, technological retrogression
could be brought about by factors such as increased competition or a reduction in access
to capital, and this technological retrogression could contribute to de-industrialization.
For instance, where technological retrogression reduces productivity, manufacturing (or
sections of manufacturing) would become less competitive internationally and hence
would lose market share, leading to de-industrialization. This would probably show up in
a lower share of manufacturing in value added in particular, with manufacturing employ-
ment being less affected.

On the other hand, de-industrialization itself could contribute to technological ret-
rogression. De-industrialization could lead to reduced investment and the degrading of
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technological capacity, bringing about technological retrogression. De-industrialization
could also lead to the closure of established manufacturing firms, with manufactur-
ing workers previously employed in such firms continuing in similar activities on
their own but without the machinery previously utilized in the firms. For instance,
de-industrialization in the clothing manufacturing sector would be likely to lead to the
closure of established clothing manufacturing firms, but workers previously employed
in those firms may continue sewing clothing as independent producers, using more basic
equipment than the machinery previously utilized. This could be understood as a form
of technological retrogression, brought about by de-industrialization. In reality, de-
industrialization and technological retrogression may occur concurrently and may have
common or related causes. Technological retrogression is likely to be linked to premature
de-industrialization in particular.

It is also worth noting that in particular circumstances where de-industrialization
either induces or is accompanied by technological retrogression, this technological ret-
rogression may actually facilitate a form of re-industrialization (or at least mitigation of
de-industrialization), albeit at lower levels of productivity and competitiveness. This may
occur where there are plant closures and retrenchments of manufacturing workers, who
subsequently embark on similar manufacturing activities individually or in small-scale
informal enterprises. For instance, workers who lose their jobs in clothing manufactur-
ing may engage in the manufacturing of clothing from their homes or in small groups in
order to generate income. This could constitute a form of re-industrialization, or at least
mitigate the extent of de-industrialization. However, it will almost certainly be at lower
levels of productivity. The contribution of these activities to manufacturing employment
will be higher than the contribution to manufacturing value added, given below-average
productivity. Furthermore, such a phenomenon is most likely where the manufacturing
is relatively labour-intensive and does not require heavy capital equipment or advanced
technology.

PREMATURE DE-INDUSTRIALIZATION

When a country de-industrializes at a lower level of income per capita than would be
typical by international standards, this can be considered premature de-industrialization.
Widespread premature de-industrialization, among not only middle-income countries
but low-income countries as well, is evident from the empirical trends discussed at the
beginning of this chapter.

Premature de-industrialization is characteristically caused or triggered by shifts in
policy, as opposed to being an incremental process associated with the ‘maturation’ of
advanced economies. It is typically neoliberal economic ‘liberalization’ policies that are
associated with bringing about premature de-industrialization: trade liberalization, liber-
alization of product markets, austere monetary policy and financial liberalization.

Although premature deindustrialization has become widespread in recent years among
middle-income countries and some lower-income countries, it is not an entirely new
phenomenon. Chile after the 1974 coup is an early example of policy-induced premature
de-industrialization. This can be directly linked to the conservative economic policies
implemented under Pinochet. As well as austere monetary policies, trade was rapidly
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liberalized. Average nominal tariffs fell from 94 per cent in 1973 to 16 per cent in 1977,
and maximum tariffs fell even more dramatically (Gwynne 1986). There was also rapid
privatization of state-owned enterprises. Output and employment in Chilean manufac-
turing were negatively affected. With growing imports of manufactures, by the early
1980s manufacturing output was contracting significantly in real terms. Interestingly,
after the displacement of the ‘Chicago Boys’ in 1984 and the strengthening of protection
for domestic industry, manufacturing began recovering to a certain extent. This recovery
was especially evident in the import-substituting sectors that had been hit hardest in the
preceding decade (Gwynne 1986). However, Chilean manufacturing has seemingly never
recovered the lost ground. This experience of early de-industrialization in Chile is illus-
trative of how policy changes can trigger de-industrialization. More recent episodes of
de-industrialization in Chile could arguably also be linked to policy, in particular trade
and financial liberalization.

De-industrialization in Latin America and the Caribbean is clearly evident from Figures
38.3 and 38.4. Frenkel and Rapetti (2012) take the view that it is de-industrialization, not
external instability, which is the primary danger currently facing Latin American coun-
tries as a result of capital inflows. The channel that the authors posit for this relationship
is capital inflows leading to real exchange rate appreciation, eroding the competiveness of
manufacturing and thereby reducing output and employment in manufacturing; it is thus
a form of Dutch Disease. Their empirical analysis of Latin American countries supports
this. Frenkel and Rapetti expect this de-industrialization to reduce countries’ long-run
growth, owing to the important externalities of modern tradable activities for growth.

Dasgupta and Singh (2006) believe that although the share of manufacturing in total
employment is beginning to fall to a lower level of income per capita in many developing
countries than was previously the case in developed countries, this is not necessarily a
pathological phenomenon. In some developing countries it may be benign or even advan-
tageous. They distinguish between two types of de-industrialization in developing coun-
tries. In the first type, manufacturing is not growing in the formal sector but is growing
reasonably fast in a large informal sector, such that total manufacturing employment
(formal and informal sectors combined) is not falling, and there may also be growth in
manufacturing production. India is suggested as the archetype of this sort of developing-
country de-industrialization. The second type, which Dasgupta and Singh regard as
likely to be pathological, can be described as industrial failure. This took place in several
African and Latin American countries in the 1980s and 1990s. Structural changes in these
economies derived in part from policies imposed by the international financial institu-
tions (IFIs), with countries specializing in their current comparative advantages rather
than their long-term dynamic comparative advantages. Dasgupta and Singh warn that
the long-term prospects of these countries developing modern manufacturing or services
sectors have worsened.

Reinert and Kattel (2007) argue that post—1989 Central and Eastern Europe (CEE) and
the newly independent countries from the former Soviet Union (NIS) experienced a form
of de-industrialization akin to that in poor countries. This de-industrialization was trig-
gered by rapid liberalization of their economies, in particular rapid trade liberalization.
Industry collapsed in these countries, taking years to recover to 1990 levels. This can also
be seen in Figures 38.3 and 38.4, showing the dramatic drop in the shares of manufactur-
ing in employment and GDP between 1990 and 2000 in the European and Central Asian
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countries (labelled ECA). It is noteworthy that services also declined in these countries,
albeit not as dramatically as industry did. De-industrialization in CEE and NIS countries
was thus very different from the natural maturation of economies and the transition to
advanced services experienced in developed economies that gradually de-industrialized
(Reinert and Kattel 2007). Although premature de-industrialization is generally taken to
refer to developing countries, the post—1989 de-industrialization in CEE and NIS coun-
tries can thus be understood as policy-induced premature de-industrialization.

The de-industrialization of Mongolia after 1990 is an illustrative case of policy-
induced premature de-industrialization and the catastrophic effects thereof (see Reinert
2004). Mongolia’s earlier industrialization was itself policy-induced in a deliberate Soviet
programme of industrialization. From 1991 on Mongolia implemented drastic economic
liberalization, including full financial liberalization and capital account convertability,
and from 1997 all tariffs were abolished (except on alcohol). Reinert compares this
programme to the Morgenthau Plan, a plan for the deliberate de-industrialization and
subjugation of Germany after World War II which was not implemented, in favour of the
Marshall Plan. Following these reforms, Mongolia’s manufacturing sector quickly col-
lapsed. In a number of sectors, manufacturing output fell to below 1 per cent of its 1989
levels within less than a decade, or even ceased altogether (data measured in quantities;
figures from Reinert 2004 using data from the National Statistical Office of Mongolia).
All manufacturing sectors (with the exception of alcohol) dropped by more than 50 per
cent. Displaced industrial workers fell back to the land, and agricultural productivity
plummeted, demonstrating the importance of an industrial base for the sustainability of
other sectors of the economy. Mongolian de-industrialization and the associated shift to
diminishing-returns activities brought on a vicious cycle of deterioration of the terms of
trade, a trade deficit and an inability to import, a collapse of agricultural productivity,
institutional collapse and falling real wages. Mongolia is a case study of policy-induced
de-industrialization and ‘de-development’ of an economy, with devastating economic
and social ramifications.

Apart from the role of policy in inducing premature de-industrialization, there are
also important differences in the ways in which trade and globalization affect develop-
ing countries. As discussed earlier, trade with the global South has been identified in the
literature as one of the causes of de-industrialization in developed countries, with debates
about its importance in explaining this. A different analysis is thus needed when the focus
is on de-industrialization or premature de-industrialization in the global South.

There is considerable heterogeneity amongst developing countries in the levels and
stages of industrialization and de-industrialization. There are huge differences between:
the global manufacturing powerhouse of China; low-income Asian emerging manufac-
turing forces; middle-income countries such as Turkey, South Africa and Brazil that have
been de-industrializing over a long period; and low-income countries (especially in sub-
Saharan Africa) that have as yet never really industrialized. This heterogeneity among
developing countries is clearly visible in the divergent trends between the regional group-
ings shown in Figures 38.3 and 38.4.

The manufacturing power of China and other relatively low unit cost producers from
Asia is important in understanding de-industrialization — and the challenges of indus-
trialization and re-industrialization — in developing countries. Developing countries at
levels of economic development that are both above and below that of China struggle
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in competing with the unit costs of Chinese manufacturing. This refers not only to unit
labour costs but to the overall cost structure of Chinese manufacturing.

The challenge for low-income countries is especially sharp, and is distinct from earlier
de-industrialization in advanced economies that was associated with cheaper manu-
facturing from countries at lower levels of income per capita. The situation faced by
low-income countries is that economies (notably China) at higher levels of income per
capita are able to manufacture goods at lower unit costs. The dynamic in these develop-
ing countries here is thus not de-industrialization in ‘grandfather industries’ due to the
emergence of lower-cost production in lower-income countries, as was the case in the
earlier de-industrialization of advanced economies. Rather than the displacement of
existing mature industries, it is actually industrialization that is being blocked as many
low-income countries are unable to break into manufacturing markets. This is even the
case for labour-intensive manufactures such as clothing, which have traditionally been
important stepping-stones in countries’ industrialization paths. There is thus a failure of
nascent industries developing, at least at a rapid enough pace. Given the importance of
economies of scale, positive externalities, cumulative causation and industry networks in
manufacturing, this also hampers the emergence of a dynamic manufacturing sector in
low-income countries.

There are thus specific dynamics of de-industrialization, and challenges of industri-
alization and re-industrialization, in developing countries. In earlier de-industrialization
in advanced economies, manufacturing was squeezed by lower-cost imports from
less-developed countries, due primarily to lower labour costs in the latter countries.
Nonetheless, advanced economies had technological and other advantages over devel-
oped economies. Hence, even as they underwent de-industrialization (especially in rela-
tively labour-intensive industries), they retained comparative advantages in other parts of
manufacturing. Even while these advanced economies were de-industrializing, there were
segments of manufacturing in which they retained pronounced comparative advantage
over developing-country competitors.

In contrast, many developing countries today are uncompetitive against a country such
as China with respect to both unit labour costs and technology. With a few exceptions,
countries at lower levels of income per capita than China are almost universally behind
in technology and cannot compete in producing electronics, cars and other relatively
advanced manufactures. However, they also cannot compete with China on unit labour
costs, and so they import goods such as clothing instead of developing their own labour-
intensive manufacturing infant industries.

Further compounding the difficulty for low-income aspiring industrializers is that,
even beyond China, most niche areas of low-value-added manufacturing have already
been occupied by other developing countries, such as Bangladesh in textiles. Gaining the
purported special properties of manufacturing requires reasonable scale in the produc-
tion of specific manufactures within countries. This suggests that countries need some
level of specialization in niche areas of manufacturing in order to become competitive
and to industrialize. The existing competitive advantage of some developing countries
in niche areas of low-value-added manufacturing of course does not suggest that other
developing countries are blocked from these segments of manufacturing. However, it is
unlikely that they can break in without robust and effective industrial policies.
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DOES DE-INDUSTRIALIZATION MATTER FOR GROWTH?

Does de-industrialization matter for growth? Is it a pathological phenomenon or simply
part of the natural maturation and development of economies? The answers to these
questions depend in part on the extent to which growth is regarded as sector-specific. If
growth is sector-neutral — in the sense that the effects of a unit of value added on growth
do not depend on the sector in which that unit of value is added — then a change in the
sectoral composition of an economy would not necessarily be expected to have growth
implications. Conversely, if growth is sector-specific, then a change in sectoral structure
could affect economic growth. From a Kaldorian-type perspective, manufacturing is
thought to have superior scope for learning-by-doing, increasing returns to scale and
overall for cumulative productivity increases, strong growth-pulling linkages with the rest
of a domestic economy, technological progressivity and other characteristics that accord
it a special role as an engine of growth. This would suggest that a decline in the share of
manufacturing in an economy could be expected to diminish a country’s growth pros-
pects, especially in the medium to long term.

Tregenna (2014) put forward a new conceptualization and typology of de-
industrialization based on a Marxian theoretical framework. This combines the sec-
toral approach, which is the basis of the standard approaches to de-industrialization,
the position of an activity in the circuit of capital. De-industrialization is thus concep-
tualized both in terms of the sectoral composition of surplus-value-producing activi-
ties and as a shift between those activities that produce surplus value and those that
do not. Structural change can thus be analysed in terms of both sectoral specificity
and other important dimensions of activity specificity, including what can be termed
the level of ‘technological-organizational’ advancement. This allows for a distinction
between two forms of deindustrialization: ‘Form I’ de-industrialization refers to a rela-
tive decline in manufacturing and a relative increase in non-surplus-value-producing
activities; ‘Form II’ de-industrialization refers to a relative shift from manufacturing
to other types of surplus-value-producing activities. These are likely to have different
effects on growth. The use of Marxian tools of analysis can bring out the heterogene-
ity of diverse types of de-industrialization and the different ways in which they can
affect growth.

Whether de-industrialization matters for growth is also likely to depend on the circum-
stances and nature of the de-industrialization. The level of income per capita at which
de-industrialization commences in a particular country, and how this compares to typical
international patterns in this regard, would be one of the relevant circumstances. The
extent to which de-industrialization is triggered or accelerated by a policy change (such as
a tariff liberalization), as opposed to just gradually taking place over time with economic
development, is also germane to the probable effects of de-industrialization on growth.
Another aspect is the nature of the particular manufacturing activities that are (rela-
tively) declining and of the non-manufacturing activities that are (relatively) growing.
This includes the extent to which each of these activities are technologically advanced
and the extent of their positive externalities for the rest of the economy.

Even taking account of these dimensions and of the specificity of particular de-
industrialization processes, on the balance of probabilities it is most likely that de-
industrialization will negatively affect a country’s growth. As Reinert (2004, 177)
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observes, ‘a nation with even an inefficient manufacturing sector will be infinitely better
off than a nation with no manufacturing sector at all’.

The extent to which manufacturing has been an engine of growth has been empiri-
cally tested by Szirmai and Verspagen (2011) for a panel of 88 countries over the
period 1950-2005. Overall, they find a moderate positive effect of manufacturing on
growth, withno such effect evident for services. However, when the time period is broken
down, the direct effect of manufacturing on growth is only apparent for the subperiod
1970-1990. The authors argue that since 1990 manufacturing has become a more difficult
route to growth than was previously the case. More human capital is now required to gain
the same positive marginal effects of manufacturing expansion than was previously the
case, and the catching-up bonus has diminished. Szirmai and Verspagen thus argue that it
is now increasingly difficult for middle-income countries to benefit from manufacturing
as an engine of economic growth.

According to Szirmai and Verspagen’s calculations, in 1950 the average share of manu-
facturing in GDP for developing countries was just 12 per cent, much lower than the
average share of 29 per cent for advanced economies. Significantly, the share of manu-
facturing in GDP for developing countries never rose above a peak of 18 per cent (in the
early 1980s), well below the earlier peak of 30 per cent for advanced economies.

From an international econometric analysis, Dasgupta and Singh (2006) conclude that
the manufacturing sector plays a critical role in economic growth. Although a similar
econometric result is found for services, Dasgupta and Singh argue that in terms of
causal interpretation of the model, services do not necessarily play a similar role to manu-
facturing as an engine of growth.

Most studies of the effects of de-industrialization on growth are for advanced econo-
mies. A study of de-industrialization in developing countries (Pieper 2000) finds indus-
trial performance to be correlated with overall economic performance. Industry has a
strong influence on aggregate productivity and employment outputs. Pieper’s results
show ‘productivity de-industrialization’ to be associated with negative aggregate produc-
tivity growth. Slow industrial growth seems to lead to ‘low road development’ in which
there is a trade-off between productivity growth and employment growth.

Any negative effects of de-industrialization are likely to be particularly pronounced in
developing countries, especially low-income developing countries. Three main reasons
can be put forward for this, all related to the point of development at which de-
industrialization commences.

Firstly, compared to de-industrialization in advanced economies, premature de-
industrialization typically sets in not only at lower levels of income per capita but also
at a lower share of manufacturing in the economy. This suggests that a country will
have obtained less of the benefits of manufacturing for broader economic growth by
the time de-industrialization begins. Secondly, the sustainability of a dynamic services
sector is questionable under such circumstances. The services that develop are unlikely
to be technologically advanced services with the sort of desirable qualities for growth
that have been attributed to manufacturing in Kaldorian-type approaches. The types
of services that ‘replace’ manufacturing in a low-income de-industrializing country
may be, for example, low-value-added consumer services. In an advanced economy, at
least some of the types of services that are ‘replacing’ manufacturing may be relatively
high-technology, high-skills, tradable, increasing-returns producer services with strong
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linkages with the rest of the economy. But this is unlikely to be the case with premature
de-industrialization. Thirdly, the typical causes of de-industrialization are different in
developing and developed countries. In the former, de-industrialization is commonly
brought on by policy shifts, especially trade liberalization and/or tight monetary policy.
This is not the sort of incremental ‘maturation’ found in advanced economies (which may
well still have negative effects on growth but of a different form and magnitude). These
three differences, and reasons for why de-industrialization is likely to be more deleterious
in less developed countries, are closely related to one another.

CONCLUDING REMARKS

It is important to recognize that there are very different types of de-industrialization. One
important dimension of these differences is in the level of income per capita at which de-
industrialization begins. In general, the effects of de-industrialization can be expected to
be more negative, the lower the level of economic development at which it commences.
A second important dimension is the nature and characteristics of the manufacturing
activities that are in relative decline, and of the non-manufacturing activities that are
relatively growing. Of particular relevance here is the scope in each of these activities
for cumulative productivity increases (as well as other pro-growth characteristics, such
as contribution to the balance of payments). Notwithstanding the common denomina-
tors that demarcate sectors, there is enormous heterogeneity within sectors with respect
to these characteristics. A third key aspect that distinguishes different types of de-
industrializations is the dynamics of the de-industrialization process itself, in terms of
what is happening with manufacturing output (both the share and level), manufacturing
employment (both the share and level) and manufacturing productivity (see Tregenna
2009, 2011, 2013). Where the share of manufacturing in total employment declines due to
productivity rising more rapidly than in the rest of the economy, while the absolute level
of manufacturing employment and output as well as the share of manufacturing in GDP
all rise, this is probably not pathological and would not be appropriately characterized
as de-industrialization. This is very different from a situation where the manufacturing
sector as a whole collapses.

So, for instance, ‘grandfather’ manufacturing industries or manufacturing activities
which are not especially technologically advanced, which are not strongly linked in with
the rest of the domestic economy, and which are not enjoying significantly increasing
returns to scale, may be supplanted by niche services activities that actually have stronger
Kaldorian-type properties. While there are likely to be immediate negative effects for
the individuals and regions directly affected by this form of de-industrialization, the
overall economic effects are probably progressive and good for economic growth. This
is a fundamentally different economic phenomenon from a case in which premature
de-industrialization is brought about by economic policy ‘liberalization” and in which
the most advanced segments of a developing country’s manufacturing are destroyed.
De-industrialization in cases such as the destruction of manufacturing in Eastern Europe
post—1989, and the ‘pre-industrialization de-industrialization’ in many sub-Saharan
African countries, are not only bad for growth but are just plain ugly.
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39. The post-Soviet industrial extinctions and the rise
of jihadi terrorism in the North Caucasus
Georgi Derluguian

By way of exercising our sociological imagination, let us picture the range of styl-
ized micro-situations emerging in the wake of a macro-trend generically called de-
industrialization. A man (and as a former industrial worker, he is likely an adult male)
loses his previously secure and relatively well-paying job in the industry that disappeared
in his corner of the world. Conceivably, this man can retrain towards another productive
occupation or migrate elsewhere where his work skills might still find adequate use. These
are in fact the two forms of mobility prescribed by the mainstream labor economics. But
what if our unemployed man is located in one of the world’s ‘rustbelts’, where industrial
jobs went extinct wholesale? What if his passport, ethnic culture, skin color or all of the
above do not permit easily crossing the national jurisdictions in this imperfect world
where capital and trade are global but labor mobility remains restricted? This is already
a subject matter for the sociology of migration, its barriers and cultural stygmatization.
And so, our man stays stuck in his depressing corner of the world and quite possibly he
gets depressed, too. Under stress, he develops a disease or an addiction to whatever the
numbing substances common in his locale, whether alcohol or narcotics, which would
eventually kill him. The sad personal trajectories of this kind aggregate much into the
datasets concerning the demographers of health and substance abuse. Depressed people
can kill themselves even faster by direct suicide. Crime is another possible outcome of
despair, especially among the younger and more vigorous men. This is the research terri-
tory claimed by yet another social science specialization, criminology.

The range of possibilities, however, is not yet quite exhausted. Imagine that our struc-
turally redundant man inhabits the social environment only briefly touched by the great
industrial urbanization of the post-1945 epoch. Traditional rural culture still prevails
in scripting the dispositions and behaviors through the institutions of extended family,
inherited religion, and the caring but also strictly censoring local communities. To some
extent, this might look like a happier situation in the very literal sense of people feeling
surprisingly happier and healthier than their bleak material circumstances would other-
wise suggest (Smolkin 2008; Starodubrovskaia et al. 2011). Religious prohibitions and
the support network of relatives and neighbors might not allow such men to drink them-
selves to death or suddenly succumb to heart failure from feeling irrelevant and lonely. In
the studies of post-Soviet countries this phenomenon came to be known as the ‘Muslim
paradox’. In the traditionally Islamic republics of the North Caucasus and Central Asia,
despite marked poverty, male mortality is remarkably lower compared to the more mod-
ernized ethnic Russians (Guillot et al. 2011).

But not all is happy in the North Caucasus. The ongoing anti-Russian jihadi insur-
gency in this region and, tragically, the terrorist bombing at the finishing line of the
2013 Boston Marathon serve as brutal reminders. The policy-makers and analysts, long
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pressed to offer root remedies against the scourge of religiously motivated terrorism,
commonly prescribe socio-economic development. This, however, is a very broad pre-
scription, whose vague and unspecific formulation opens it to the charges of inviting
waste and corruption in the developing countries where the governance practices are
called ‘neo-patrimonial’. Afghanistan and Iraq then supply proof to pessimistic thinking.

This chapter attempts a clarification at three historical horizons. First, it is necessary
to grasp what makes the North Caucasus traditional culture special, and to hear the long-
standing objections of anthropologists warning us that there can be no generic ‘tradi-
tional culture’, but rather many pliable and adaptable human cultures that existed on the
planet before the advent of modern industrialism. Regarding the North Caucasus, and
mainly for the tiny Russian Federation republics of Daghestan, Chechnya, Ingushetia
and Kabardino-Balkaria, I will argue that the surviving traditional norms, which under
the post-Soviet conditions became once again conducive to insurgency, specifically
refer to the cultural complex of the mountain warrior defending the faith and avenging
the dignity of his community. The cultural complex of the warrior and outlaw avenger
(called abrek in the North Caucasus, see Gould 2016) is not, in fact, too old historically.
It coalesced and became legendary during the nineteenth-century raiding wars against
the Russian colonial conquest.

Second, I will briefly revisit the Soviet industrialization and its profound social con-
sequences for the North Caucasus highlanders. If it were only totalitarian and cruelly
destructive of traditional Muslim societies, what would then explain the present-day nos-
talgia for the Soviet institutions and symbols, from the collective farms, children’s Young
Pioneer rituals like the summer camps, the heroic memory of World War II and even the
portraits of Stalin defiantly displayed under many automobile windshields? My hypoth-
esis is that the Soviet industrialization generated many modern, yet traditionally ‘manly’
dignified occupations in military service, education and industry in the framework of a
large strong state capable of long-term policies, social guarantees and a heroic ideology in
the form of Soviet non-ethnic patriotism. This is what the Circassians, the Chechens and
the Daghestanis are missing now with the passing of Soviet modernization.

The explanation and policy recommendations of this chapter mesh insights from theo-
ries of gender (and then the male gender) with the insights of developmental economics.
Perhaps this theoretical combination looks unusual, but I hope to convince the reader
who endures the necessary empirical and historical excursus, which I also promise to keep
short.

WHEN PEASANT REBELLION WAS A SUCCESS

Two major innovations arrived in the Caucasus during the seventeenth and eighteenth
centuries from the West or via the West: guns and maize. After a few generations of
necessary adaptation to the new climate, the New World crops such as maize and beans
produced wonders (McNeill and McNeill 2003). Maize proved nearly three times more
productive than the native varieties of wheat and millet. The local names for maize are
telling. Maize is called ‘Egyptian wheat’ in Armenian, because Egypt had long served as
the epitome of bountiful crops. The Chechen name literally means the ‘grain of Hadji’, a
blessed import from Holy Lands. The Circassian is nartykh, the ‘bread of epic warriors’,
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the Narts. Maize could feed both many more people and domestic livestock. The result
was a tremendous demographic growth (Tsutsiev 2014).

Guns proved a no less great equalizer in the Caucasus than in Texas. Daghestani arti-
sans soon learned how to manufacture their own guns with grooved barrels, that is, true
rifles, although still loaded slowly from the muzzle side. The grooved barrels were made
out of three strips of steel that the Caucasus gunsmiths heated, braided and hammered
over a metal rod. Such guns were remarkably superior to the smooth-barreled muskets
but also took much longer to reload. This produced the peculiar highlander tactic. Once
the first deadly accurate shot was fired from the rifle, preferably from behind a tree or
rock, the attackers then either fled to prepare for another volley or fought ferociously
with their daggers and light sabers, the famous Circassian shashka. It is estimated that
in the first half of the nineteenth century the gunsmiths of Daghestan were producing
between 10000 and 20000 guns a year, a truly industrial output (Astvatsaturyan 1994).
Prices had dropped to levels where a rifle could be purchased for the equivalent of 7-10
sheep. Firearms became affordable to commoner farmers, who were in frequent conflicts
with the roving noblemen over the slaving raids and protection rents. The elite horsemen
traditionally fought in expensive chainmail and mounted on their wonderful steeds that
could cost as much as the equivalent of many hundred cows. But now a cheap, accurate
bullet sent from behind a tree (a typical hunting technique which did not require lifelong
training, unlike fighting on horseback) rendered useless such splendid aristocratic armor
and horsemanship (McNeill 1982).

Islam served to institutionalize the liberating outcomes of the commoner class strug-
gles. As late as in the eighteenth century, native highlanders were practicing some sort of
religious syncretism, mixing elements of Christianity, Islam, and the local ancestral and
fertility cults (Zelkina 2000). The eighteenth century became pivotal in the configuration
of economic, military and now ideological power in the North Caucasus. The successful
commoner rebellions created a whole new ethnopolitical and religious map. From the
highlands of Daghestan and Chechnya to the Black Sea coast new self-governing com-
munities emerged as either the democratic ‘cantons’ (jamaat) or the ‘free tribes’ of the
Circassian hills. Governance passed to the assemblies of the male heads of household,
who claimed essentially the same rights as the lords: to bear arms, own property (includ-
ing slaves), and participate politically in organizing war and community affairs. The free
cantons and tribes formed alliances and leagues for mutual defense, protection of prop-
erty and life, adjudication of disputes, safe passage for the herds and trade caravans and,
not least, transcendent religious practice, including the pan-ethnic pilgrimages, a network
of schools and proselytizing by the prestigious savants (Aglarov 1988).

The ideological sanction for this democratic reorganization of social power was pro-
vided by the network of Islamic Sufi teachers, whose literate reading of the Quran and
Sunna differed markedly from the hierarchical Islam of the contemporary Ottoman and
Persian empires. Yet the form of Islam that was spreading in the North Caucasus in the
eighteenth century was closer to the original teachings of Muhammad developed in the
Bedouin tribal society of Arabia. Islam arguably differs from other world religions in
having coalesced in the stateless periphery of ancient empires, rather than within the
empires like Christianity or Buddhism. At its root, Islam was the transcendent religion
of moral salvation fitted for the anarchic tribes — just like the Caucasus highlanders in
the eighteenth century.
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Yet another world-historical parallel possibly emerges from this story of mountain
rebellion. In the epoch of the Caucasus wars the Russian imperial officers, who were
steeped in classical education and the Romanticism of the early nineteenth century,
readily recognized in the Caucasus highlanders the civic and warrior qualities of Classical
Antiquity. Later Russian and Soviet scholars, however, dropped the comparisons of con-
temporary Muslim peasants to the high examples of Ancient Greece and Rome because
this seemed to violate the historical logic of evolution. They were wrong. Antiquity was
neither a stage of historical development nor all that unique. Various kinds of warrior
democracies had emerged among the free and property-owning commoners at the fron-
tiers of complex societies from the Celtic and Germanic fringes of the West to the moun-
tains of Morocco and the highlands of Burma (Earle 1997; Gellner 1969; Mann 1986;
Scott 2009). The Greek polis and Roman republic grew into some of the most complex of
such examples due to their relative proximity to the centers of ancient civilizations and
the geopolitical opportunities this offered for trade and plunder. I am not going into the
fascinating scholarly controversies here about social evolution and the sources of social
power. Just think what it was to be the neighbors of the Spartans or the Vikings at the
height of their assertiveness.

The Russian Empire arrived in the North Caucasus right in the midst of rebellious
transformation. The Tsar’s generals could not side with the peasant rebels. The Russian
aristocrats themselves back at home lived in perennial fear of serf peasant rebellion. An
instructive contrast to this confrontation is observed in Transcaucasia. In the lands of
Georgia, Azerbaijan and Armenia, the Russian rule had soon been firmly established.
The native aristocracies, both Christian and Muslim, opted for imperial service in the
face of a superior force but also for the tangible benefits awarded to the recognized nobles
by the Russian rulers. In turn, the native nobles brought into the scheme of imperial rule
their local skills and the networks of control over the native peasants. The imperial archi-
tecture thus combined in a bargained manner the elements of direct and indirect rule.
But in the anarchic North Caucasus the Russian administrators could not find acceptable
counterparts willing or capable to control their own societies effectively.

Since the infamous (or, in the colonial sources, glorious) governorship of General
Alexei Yeremolov in 18161828, the Russian forces practiced a systematically punitive
strategy of counter-insurgency in the Caucasus (Gammer 1994). The simple, brutal cal-
culus of violence in such a war suggested to the highlanders that it was better to escape
into the mountains and fight than to wait for another summary execution by General
Yermolov’s expeditionary forces. The resistance of the North Caucasians found ideologi-
cal unity and a template for the organizational reformation in a literalist interpretation
of the teaching of Mohammed. Pious literalism, however, did not exclude a number of
inventive novelties, including the attempt to cast cannons and the separation of resist-
ance forces into village defense militias, the internal police units and the elite strike force
of mounted raiders. From 1834 to 1859 the Holy War (or Ghazavat, razzia in colonial
English, the religiously sanctioned raiding of infidel territories) encompassed almost the
whole extent of the North Caucasus from Daghestan to the Black Sea coast of Circassia.
Its legendary leader was Imam Shamil, a Daghestani commoner who became at the same
time a charismatic Sufi mystic, the planner of a sustained resistance war, and therefore
also a state-builder.

The most awkward fact is that the Russian Empire, at last, could take control of the
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North Caucasus by buying off and co-opting the state structures created under Shamil
during the 25 years of his Imamate (Pokrovsky 2000). Shamil himself surrendered on
exceptionally honorable terms. Some diehards chose to fight to the bitter end. But many
of Imam Shamil’s erstwhile regional governors, judges and commanders (or their juniors)
remained in essentially the same positions of authority, albeit now with Russian sanction.
In the areas where Imam Shamil had less direct influence, mainly in the western parts of
Circassia, Russian commanders opted for the violent expulsion of ‘ungovernable’ high-
landers to the Ottoman side. Today Circassian nationalists are campaigning to brand this
expulsion genocide.

The effects of this historical past endure to our day primarily through engendering the
peculiarly North Caucasian kind of masculinity. The Caucasus cultures have always cen-
tered on the figure of abrek, the heroic outlaw eager to prove himself in fighting for his
own honor and that of his family, friends and ethnic community. The manly behavior of
abrek is distinctly noble, even if he might not be a noble himself. The abrek identity dic-
tates courageous self-discipline, a muscular competitiveness in the company of peers and
ceremonious deference to elders, and in general a very rigorous observance of traditional
patriarchal norms. It also prescribes disdain for enrichment and austerity in everything
except the items of manly display, such as personal weapons or fast, preferably black cars
in our day.

Here comes an important contradiction. The Caucasian male is not supposed to show
concern for mundane work or money, yet he must regularly entertain in style a wide circle
of friends, possess items associated with prestige, and lavish his wife and sisters with
gifts including expensive jewelry. The means for such ritual display must be obtained in
whatever way, including raiding for booty or engaging in the various forms of smuggling
(Mars and Altman 1983).

THE RISE AND DEMISE OF SOVIET INDUSTRIALISM

To the reader of this volume it should be plainly obvious that the Soviet experience was
not exceptional. The Bolshevik eschatological zeal and ferocity logically if not inevitably
produced the Gulag and Iron Curtain. But in practice they really advanced not Marxism
but rather Bismarckianism as the geopolitical strategy of compensating for the lack
of capitalist resources with bureaucratic coordination and coercion (Tilly 1992; Allen
2003). National federalism governed by a single party, however, was Lenin’s singular
improvisation (Suny 1993). The ‘affirmative action empire’, in the succinct characteriza-
tion by Terry Martin (2001), together with a tremendous military—industrial expansion,
generated whole echelons of modern occupations with enough prestige and comforts to
incorporate the natives of national republics. Thanks to the Soviet institutions of edu-
cation and promotion, the child of a mountain Muslim peasant could become a pilot,
like General Djohar Dudayev; or a symphony orchestra conductor, like maestro Yuri
Temirkanov; or a more mundane bureaucratic manager at a kolkhoz, factory or party dis-
trict committee. The proof of the success of Soviet nationality policy is the long period,
especially after 1945, when national republics became fairly coherent and tame institu-
tions structured the life aspirations of their inhabitants in accordance with overall Soviet
ideology and industrial plans (Lubin 1984; Marshall 2010).
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The republics lost coherence and, in the worst cases, governability only later into
perestroika, when Moscow was suddenly plunged in a series of dual-power crises during
1990-1993. This soon turned into the scramble for Soviet spoils, part of which we know
as ethnic conflicts (Lieven 1998). When the communist cadres lost their organizational
coherence and began violating their own ideological taboos as an escape, the USSR was
doomed — though probably not before 1990.

The opponents of communist nomenklatura everywhere were ‘civil societies’, namely
the politicized networks of intelligentsia and specialists seeking to mobilize support
from the wider population. Invariably these efforts centered on nationalism, whether in
Poland and Hungary or in Kyrgyzstan and Azerbaijan. The difference in the outcomes
was determined by two parameters: proximity to the West, and internal class and demo-
graphic composition (Derluguian 2005). The former was a world-systemic condition. Put
crudely, Western e¢lites agreed to ‘buy’ the nearest countries of the former Soviet bloc on
the condition that the elites of those countries would maintain governance and suppress
their nationalist radicals. The countries further to the east, however, could not expect a
full European bargain. Both their intelligentsia ideologues and bureaucratic rent-seekers
had to look for a different destination.

The latter condition relates primarily to the internal political economy of Soviet devel-
opmentalism. It boils down to how deep industrialization was in different republics, and
therefore how assimilated the effects of modern urbanization had become, and to what
Norbert Elias (1978) famously called the ‘civilizing process’. A simple measure of it is
how many sub-proletarians were left on the margins of the social structure in proportion
to the middle-class specialists and regular ‘worker aristocracy’. Even more simply, look
at the demographic data, especially the birth rates, family size and the proportion of men
under 30 in the age pyramid (Furman 1999). Those men could be the most enterprising
and hardy job seekers in any country undergoing industrialization, as in fact they were in
the Soviet years (Barsukova 2002; Guzhin and Chugunova 1988). But the sub-proletarian
‘toughs’ could also be the most active law-breakers, street rebels or fighters (Bourdieu
1973; Gambetta 1993).

BACK TO FEUDALISM

The dramatic loss of bureaucratic discipline in the moment of panic created two kinds
of opportunities pre-structured by the administrative resources of Soviet cadres (Solnick
1998). The managerial nomenklatura in charge of economic sectors and profitable
enterprises now sought to privatize their competences. Ridding themselves of Moscow
supervisors, they could now autonomously play the game of transforming economic
resources into private wealth and political connections (Nikulin 2002). The governors in
charge of national republics sought to maximize their sovereignty, which was not merely
a concession to the intelligentsia and popular nationalisms. In the main, sovereignty was
intended to bolster the bargaining positions of rulers who were attempting to manipulate
external sources of rents (aid, credits or simply corruption loot) as well as doling out rent
opportunities among their clients internally. All this meant wasting the erstwhile collec-
tive advantages of superpower for the sake of immediate pillage and private protection in
the intersecting forms of corrupt patronage and organized crime (Volkov 2002).
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We have finally arrived at the point where the arguments can be connected. The
disintegration of Soviet developmentalist dictatorship created violently chaotic, yet
strictly bounded patterns of private patronage based on the ongoing redistribution of
rents (Fisun 2002). Ethnicity or, even more narrowly, ‘clan’ supplied social connections
and ideological legitimation to these inherently exclusionary practices of micro-power
(Schierup 1992). Hence the rapid transformation of perestroika-era nationalisms into
lateral ethnic conflicts, fought usually among the adjacent or intermingled nationalities
rather than against the imperial center; and later in the 1990s, when such conflicts had run
their course, into tenuous stabilization under the patronage of various local strongmen.

But the restrictive and exclusionary logic of patronage was now generating tensions
within the ethnic communities themselves. Patronage, by definition, is monopolistic,
which leads to an often scandalous overaccumulation in some elite cliques and growing
resentments among the excluded (Eisenstadt 1973). In the less-developed areas a severely
biased distributive pattern would often be aggravated further by the demographic pres-
sures from the younger and poorer generations. In itself, this situation need not produce
armed violence. The excluded people can seek to emigrate, or survive by forming larger
families and relying on subsistence. They can also die out in increased numbers because
of stress or addictions. Certainly we observe such outcomes across the post-Soviet repub-
lics (King and Stuckler 2007). But what would happen in a social context where family
networks remain extensive and psychologically supportive, where the despairing young
men would not be allowed to become drunks but instead would be married young and
burdened with traditional family obligations? Such men might be expected to turn to
religion, especially in the historically Islamic areas, because Islam carries a particularly
strong ethical message of family loyalty. We see this happening, too.

Religious fundamentalism, however, is not immediately conducive to political radi-
calism and violence. This was robustly established in numerous recent studies among
a variety of Islamic communities (Sageman 2008; Kurzman 2011). There remains
something else which is present in the North Caucasus but not in, say, Azerbaijan or
Turkmenistan. This might be the abrek masculinity of highlanders surviving in the male
complexes of elevated personal honor, daring, special ceremoniousness and peer compe-
tition. Notice, for instance, how wildly popular martial arts are among young males of
the North Caucasus.

Yet this is an enabling but still not sufficient condition. The collapse of the state in
Chechnya as the result of the 1991 rebellion was a local historical contingency. It was far
from inevitable, yet for a number of complex reasons it has succeeded. The Russian inva-
sion in 1994-1996 was also a series of avoidable blunders (Lieven 1998). But the disaster
did happen. Even though Moscow has eventually learned how to use local warlords to
keep the situation from boiling over again into open and massive warfare, the war created
a lasting chain of nasty effects. In the absence of this war, along with the violent disposi-
tions and international ideological connections it has brought, corrupt political patron-
age would breed much misery and resentment, but not the sustained revenge campaign
against the unjust order waged by a few desperate and humiliated young individuals
(Hislope 2002).

In order to end this violence the whole causal chain dating back to the Soviet collapse
must be run in reverse. The key to it is the restoration of a modern state willing and
capable of enforcing law rather than private protection, and willing to generate modern
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industrial occupations rather than disbursing rents and patronage (Reinert 2007). It is, in
fact, a global agenda today. In the absence of effective state power and new industrializa-
tion the default historical option remains the rather illusionary pursuit of social order
and meaning through the religious revivalism.

REFERENCES

Aglarov, M.A. 1988. Selskaia obschina v Nagornom Daghestane, XVII-nachalo X1X vv (Rural community in the
Mountainous Daghestan in the 17th—early 19th centuries). Moscow: Nauka.

Allen, R.C. 2003. Farm to Factory: A Reinterpretation of the Soviet Industrial Revolution. Princeton, NIJ:
Princeton University Press.

Astvatsaturyan, L.1. 1994. Oruzhie narodov Kavkaza (Weapons of the Caucasus peoples). Nalchik: El-Fa.

Barsukova, S. Yu. 2002. ‘Solidarnost uchastnikov neformalnoi ekonomiki: na primere strategii migrantov i
predprinimatelei’ (Solidarity among the participants in informal economy: the examples of migrants and
entrepreneurs). Sotsiologicheskie issledovaniya 4(216), 3-11.

Bourdieu, P. 1973. ‘The Algerian Subproletariate’. In I.W. Zartman (ed.). Man, State, and Society in the
Contemporary Maghreb. London: Pall Mall, 83-89.

Derluguian, G. 2005. Bourdieu’s Secret Admirer in the Caucasus: A World-Systems Biography. Chicago, 1L:
University of Chicago Press.

Earle, T. 1997. How Chiefs Come to Power: The Political Economy in Prehistory. Stanford, CA: Stanford
University Press.

Eisenstadt, S.N. 1973. Traditional Patrimonialism and Modern Neopatrimonialism. London: Sage.

Elias, N. 1978. The Civilizing Process. Oxford: Oxford University Press.

Fisun, O. 2002. ‘Politiko-rezhimnaia transformatsia Ukrainy: Dilemmy neopatrimonialnogo razvitia’ (The
political-regime transformation in Ukraine: dilemmas of neo-patrimonial development). Stylos (Kiev) 1,
4-14.

Furman, D.E. (ed.). 1999. Chechnia i Rossiia: obschestva i gosudarstva (Chechnya and Russia: societies and
states). Moscow: Polinform-Talburi.

Gambetta, D. 1993. The Sicilian Mafia: The Business of Private Protection. Cambridge, MA: Harvard
University Press.

Gammer, M. 1994. Muslim Resistance to the Tsar: Shamil and the Congquest of Chechnia and Daghestan.
London: F. Cass.

Gellner, E. 1969. Saints of the Atlas. Chicago, IL: University of Chicago Press.

Gould, R. 2016. Writers & Rebels. The Literature of Insurgency in the Caucasus. New Haven: Yale University
Press.

Guillot, M., N. Gavrilova and T. Pudrovska. 2011. ‘Understanding the “Russian Mortality Paradox” in Central
Asia: Evidence from Kyrgyzstan’. Demography 48(3), 1081-1104.

Guzhin, G.S. and N.V. Chugunova. 1988. Selskaia mestnost Checheno-Ingushetii i yeyo problemy (The country-
side of Checheno-Ingushetia and its problems). Grozny: Checheno-ingushskoe knizhnoe izdatelstvo.

Hislope, R. 2002. ‘Organized Crime in a Disorganized State’. Problems of Post-Communism 49(3), 33-41.

King, L. and D. Stuckler. 2007. ‘Mass Privatization and the Postcommunist Mortality Crisis’. In D. Lane (ed.).
The Transformation of State Socialism: System Change, Capitalism or Something Else. London: Palgrave,
179-197.

Kurzman, C. 2011. The Missing Martyrs: Why there are so Few Muslim Terrorists. New York: Oxford
University Press.

Lieven, A. 1998. Chechnya, The Tombstone of Russian Power. New Haven, CT: Yale University Press.

Lubin, N. 1984. Labor and Nationality in Soviet Central Asia: An Uneasy Compromise. Princeton, NJ: Princeton
University Press.

Mann, M. 1986. The Sources of Social Power, Vol. 1: A History of Power from the Beginning to AD 1760.
Cambridge: Cambridge University Press.

Mars, G. and Y. Altman. 1983. ‘The Cultural Bases of Soviet Georgia’s Second Economy’. Soviet Studies 35(4),
546-560.

Marshall, A. 2010. The Caucasus under Soviet Rule. New York: Routledge.

Martin, T. 2001. The Affirmative Action Empire: Nations and Nationalism in the Soviet Union, 1923-1939.
Ithaca, NY Cornell University Press.

McNeill, W.H. 1982. The Pursuit of Power: Technology, Armed Force, and Society Since A.D. 1000. Chicago, I1L:
University of Chicago Press.



The post-Soviet industrial extinctions and terrorism 737

McNeill, W.H. and J.R. McNeill. 2003. The Human Web: A Bird’s Eye View of World History. New York: W.W.
Norton & Company.

Nikulin, A.M. 2002. ‘Kubanskiy kolkhoz: V holding ili as’endu?’ (The kolkhoz of Kuban region: into a holding
or a hacienda?). Sotsiologicheskie issledovania 1(213), 41-52.

Pokrovsky, N.I. 2000. Kavkazskaia voina i Imamat Shamilya (The Caucasus War and Shamil’s Imamate).
Moscow: POSSPEN.

Reinert, E. 2007. How Rich Countries Got Rich, and Why Poor Countries Stay Poor. London: Constable.

Sageman, M. 2008. Leaderless Jihad: Terror Networks in the Twenty-First Century. Philadelphia, PA: University
of Pennsylvania Press.

Schierup, C.-U. 1992. ‘Quasi-Proletarians and a Patriarchal Bureaucracy: Aspects of Yugoslavia’s Re-
peripheralization’. Soviet Studies 44(1), 79-99.

Scott, J. 2009. The Art of not being Governed: An Anarchist History of Upland Southeast Asia. New Haven, CT:
Yale University Press.

Smolkin, A. 2008. ‘The Paradoxes of Respecting the Elderly People in Contemporary Russia’. Sotsiologicheski
zhurnal 3, 106121 (in Russian).

Solnick, S. 1998. Stealing the State: Control and Collapse in Soviet Institutions. Cambridge, MA: Harvard
University Press.

Starodubrovskaia, I. with N. Zubarevich, D. Sokolov, T. Intigrinova, H.G. Magomedov and T. Mironova. 2011.
The North Caucasus: the Challenge of Modernization. Moscow: RANEPA Press (in Russian).

Suny, R.G. 1993. The Revenge of the Past: Nationalism, Revolution, and the Collapse of the Soviet Union.
Stanford, CA: Stanford University Press.

Tilly, C. 1992. Coercion, Capital, and European States, AD 990—1992. Oxford: Blackwell.

Tsutsiev, A. 2014. Atlas of the Ethno-Political History of the Caucasus. Transl. from Russian by Nora Seligman
Favorov. New Haven, CT: Yale University Press.

Volkov, V. 2002. Violent Entrepreneurs: The Use of Force in the Making of Russian Capitalism. Ithaca, NY:
Cornell University Press.

Zelkina, A. 2000. In Quest for God and Freedom: The Sufi Response to the Russian Advance in the North
Caucasus. London: Hurst & Co.



40. Epilogue: the future of economic development
between utopias and dystopias

Erik S. Reinert, Sylvi Endresen, loan lanos, and Andrea
Saltelli

WHAT LIES AHEAD IN TERMS OF ECONOMIC
DEVELOPMENT? UTOPIA VERSUS DYSTOPIA

Without the Utopians of other times, men would still live in caves, miserable and naked. It was
the Utopians who traced the lines of the first city . . Out of generous dreams come beneficial
realities. Utopia is the principle of all progress, and the essay into a better future.!

While these wise words by Anatole France (1844-1924) no doubt are both important and
correct, the Spanish painter Francisco de Goya (1746-1828) made what almost amounts
to the opposite point in his 1797 The Sleep of Reason Produces Monsters (El sueio de la
razon produce monstruos) (Figure 40.1).

The full epigraph for this etching reads, ‘Fantasy abandoned by reason produces
impossible monsters: united with her, she is the mother of the arts and the origin of their
marvels’. The slumbering artist is surrounded by bats, symbols of ignorance, and owls,
which somewhat surprisingly are interpreted as symbols of folly. If there is any symbol
of bravery and good judgement in the picture, it is the watchful and worried lynx, the
symbol of wisdom.?

Utopias — literally meaning ‘nowhere’ or ‘no place’ — essentially arise from our desire
to make the world a better place. There have been many of them: The Faber Book of
Utopias (Carey 1999) lists more than 100. When they work well, they function, in the
terminology of Francis Bacon (1605), as ‘feigned history’: histories of the future written
in order to influence the future, attempting to create self-fulfilling prophecies. When they
do not work — when their assumptions are inconsistent with basic human nature and/or
their methods are too brutal — they may turn into what Goya calls ‘monsters’: utopias
that become dystopias.

It is worth noting that academic economics during the early part of the 20th century
showed considerable interest in utopias, both at Harvard and Columbia.? The textbook
used at the time to give an overview of utopias ‘or schemes of social improvement’ in
many languages was Kaufmann (1879).

Bacon’s logic for utopias, mentioned above, may also apply to dystopias. Accounts of
future perils may function as ‘feigned history’ as well. As Cambridge economist Herbert

' Anatole France, quoted in Mumford (2003 [1922], 14). See also Fuz (1951, 2).

2 Tellingly, the world’s oldest scientific academy, from 1603, Rome’s Accademia dei Lincei, has the lynx
(Italian: /ince) as the symbol of the institution.

3 For a discussion see http://www.irwincollier.com/kaufmann-bibliography-utopias-more-to-marx/ . Accessed
June 2016.
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Source:  Metropolitan Museum of Art, Gift of M. Knoedler & Co., 1918: http://www.metmuseum.org/
collection/the-collection-online/search/338473?=&imgno=0&tabname=label.

Figure 40.1  Francisco de Goya, The Sleep of Reason Produces Monsters ( El suerio de
la razon produce monstruos)
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Somerton Foxwell (1899, xxi) put it: ‘Just as we may avoid widespread physical desola-
tion by rightly turning a stream near its source, so a timely dialectic in the fundamental
ideas of social philosophy may spare us untold social wreckage and suffering.” In this
spirit, this chapter will discuss some dystopian themes of the present, among them the
apparently contradictory simultaneous trends of, on the one hand, a fear of losing jobs to
mechanization by robots, co-existing with a real and observable trend towards technolog-
ical retrogression (‘primitivization’) on the other. In some parts of the globalized world
economy adding extraordinary amounts of capital behind every worker in robotized
factories seems in other geographical areas to be matched by the exact opposite trend:
sharply decreasing amounts of capital (‘substituting horses for tractors’) behind every
worker.* As we shall see this trend is also visible inside the European Union.

An interesting case of using a dystopia in a constructive way is Derek de Solla Price’s
1963 book Little Science, Big Science, and Beyond which predicted that science would
reach saturation (and in the worst-case scenario, senility) under its own weight, a victim
of its own success. This Epilogue should be seen in the same light: the authors are worried
that economics, as the result of the tools that the profession has chosen to employ, has
come to disregard a number of issues that threaten general welfare. It just may be that the
post-World War I (WWII) period brought together a unique set of technological® and
political factors which at the time were taken for granted, but which will be difficult to
replicate. We find it particularly worrisome that while growth in the post-WWII period®
clearly took place under dynamic and very imperfect competition — in the markets both
for goods and for labour — the economics profession at the time built static models based
on the opposite, on perfect competition. What we may be seeing now is that the world
actually starts behaving less like it used to do in the heyday of capitalism, and more like
the models of that era. Not understanding what made the West rich prevents us from
seeing why so many now are getting poorer. The failure of the profession to foresee the
financial crisis is one thing; its present failures to understand increased poverty, the disap-
pearance of the middle class, and migrations caused by de-industrialization may be even
more serious. As we shall briefly discuss, the profession’s recent leaps into the mysteries
of ‘institutions’ and ‘human behaviour’ do not solve the basic underlying problem of
explaining why economic growth, by its very nature, is so uneven. A venture into the
complicated field of industrial dynamics would have been more fruitful, but that remains
the path not taken. This volume has attempted to take a different path, and this Epilogue
should be read not in the spirit of pessimism, but in the positive spirit of bringing back
past tools and types of understanding that will offer us a better grasp on reality.

What in the end developed into monsters are not only the products of what Keynes
(1982 [1933], 233) called ‘madmen in authority’, but also apparently rational economic
theories and visions that went wrong because they did not comply with the test of
reality, with Goya’s reason. Just like the true metabolism of Volkswagen’s diesel engines —
exposed in the autumn of 2015 — the brutal results of dysfunctional economic theories
can be withheld from the public at large for a long time, but rarely forever. The dysfunc-
tionality of neoclassical economics, for a long time a curse for the non-Western world,

4 This is discussed already in Reinert (2007), chapter 5.
5 For a discussion of the different properties of technological periods, see Perez (2002).
¢ As well as during the latter part of the nineteenth century.
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has now come back to haunt the West itself. Therefore, a main thrust of this Epilogue is
how neoclassical economics, like Frankenstein’s monster, in many ways is turning against
the West itself.

At the time of writing, in spring 2016, the world is facing many pressing issues, and
again there are visions of both utopias and dystopias in the area of economic develop-
ment. Here we attempt to analyse some of the more pressing concerns, and seek some
assistance from history in assessing them. With neoclassical economics gradually fasten-
ing its grip on world economic policy, we have seen processes of de-industrialization and
falling real wages that started in the mid-1970s. This was the period when real wages
peaked in the United States, but it was also the time of de-industrialization and a dra-
matic fall in wages in many small Latin American countries. Next followed a dramatic
fall in real wages, and life expectancy, in the former Second (communist) World. Now
the European Union,’ starting from the peripheries, is experiencing the same falling
real wages.®

The negative trends that can be observed at the moment are not new, they have been
experienced and tackled before. But left with what is largely a caricature of its own past, it
is doubtful whether the economics profession will be able to recover the qualitative — rather
than quantitative — understanding it once had. Or, as Thorstein Veblen put it, education
(in this case in economics) may contaminate healthy instincts or healthy common sense.

In our view there are many examples of dystopic — rather than utopic — mechanisms
presently at work in the world economy. Our contention is that we did not understand
how the West got rich, and as a result we: (1) failed to make most Third World countries
rich, and above all failed to understand the relationship between economic structure,
wealth and human fertility; (2) fail to understand why we in the West are getting poorer;
and (3) fail to understand that the waves of migration towards the West are a case of ‘the
chickens coming home to roost’: of the price paid for Western colonial economic policies.
As Harvard political scientist Karl Deutsch put it long ago:

If Asia and Africa have nothing better to choose as an alternative to communism than local
dictators backed by foreign governments and dependent upon foreign aid, it is very doubtful
indeed that the West will win. There is the danger that the forces of nationalism will merge into
a torrent of popular hatred towards the West — a torrent of hostility that would very seriously
strain our limited manpower and resources that might involve us in a chain of conflicts without
foreseeable end. (Deutsch 1969, 90-91)

What was difficult for Deutsch to see in 1969 was the increased role of religion and the
diminished role that communism would play in this process. Apart from that, it is prob-
ably fair to say that the prediction was accurate.’

We would argue that after WWII, with the 1947 Havana Charter allowing for global
industrialization (see Chapter 15 in this volume), the world was on the right track.
However, with neoclassical economics gradually becoming ‘the only game in town’,
David Ricardo’s trade theory and accompanying colonialist trade policies again came

7 For well-informed comments on the dystopian developments inside the European Union, see the blog of
former chief economist of UNCTAD, Heiner Flassbeck http://www.flassbeck-economics.com/.

8 This is discussed in Reinert (2012b).

°  For a discussion of religion and development, see chapter 1 of this volume.
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to virtually monopolize Western economic thinking. In order to understand this devel-
opment it is necessary to look at the broad picture of twentieth-century ideology: how
the ideological ‘ahistorical twins’ of communism and what was once called Manchester
liberalism were tamed, only for one of the two — at the death of its peer — to destroy what
once was a pragmatic Western ideology.

THE DECLINE OF THE WEST AS SEEN FROM THE EAST

In 2015 Singapore celebrated its fiftieth anniversary as a nation-state, marking an aston-
ishing 3700 per cent per capita growth in GDP over the period. Situated a few degrees
off the equator, with a large number of religions and ethnic groups, Singapore belies at
least three old-fashioned and recently occasionally rediscovered ideas about economic
development: that the keys to economic success lie in the white race, in the Protestant
ethic, and in a temperate climate.

In a few years Singapore went from being a poor and sleepy tropical port to becom-
ing a powerhouse of wealth and technology. The occasion of the anniversary prompted
comments on the reasons for its success.!” One reason cited was the ‘peaceful embrace
of diversity’. Singapore’s ethnic and religious diversity is impressive. The goal of union
in diversity is a much-used motto: ‘E pluribus unum’ is on the official seal of the United
States. The related concept, ‘United in Diversity’ (In Varietate Concordia) — in a total of
23 languages — was adopted in 2000 as the official motto of the European Union, and
is also the motto of Indonesia and South Africa. Yet, in the same year that Singapore
celebrated its success, racial disturbances in the United States and a European Union
torn apart by its common currency and by refugees from the de-industrialized or never-
industrialized periphery called the practical execution of the ideal of combining diversity
with unity into question. Again we are left with a gap between rhetoric and reality.

Singapore is a good example of how diversity can and should function. Paternalistic,
some will say; but paternalism — the duty of the rulers to improve the lives of their
citizens — was key also in the development of Europe. We may perhaps now see paternal-
ism with a hint of nostalgia, as the noblesse oblige which was part of this paternalism
slowly yields to social Darwinism and democracies appear to be weakened or fail under
the impact of globalization and new technologies.

Arriving by boat from Indonesia to Singapore a few days after the devastating 2004
tsunami, one of the authors was asked by the taxi driver why he thought Singapore was
saved from the disaster. The driver’s own answer was because in Singapore people from
six different religions were praying to the same God. A key to understanding this, as we
have emphasized in this volume, is that ‘the mode of production’ heavily influences reli-
gious practices. Muslim religion in the Singapore setting differs from the same religion
in a nomadic desert setting. And when the pie is shrinking — as presently in the United
States (US) and the European Union (EU) — religions under different modes of produc-
tion more often than not lead to ethnic hatred rather than to tolerance. Wars can be
clashes between aspiring industrial nations, like WWI and WWII, but they can equally

10 http://www.huffingtonpost.com/nathan-gardels/weekend-roundup-78_b_7957602.html.
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well be clashes between religions based in different modes of production, industrial and
post-industrial, as in the case of Europe today.

Kishore Mahbubani, Dean of Singapore’s Kuan Yew School of Public Policy, mentions
meritocracy, pragmatism and honesty as Singapore’s key success factors. Meritocracy
was also the feature which most impressed the Europeans about China during the time
of China’s secular decline from the 1500s onwards, and honesty was certainly also part
of the same Chinese ethics. Meritocracy and honesty accompanied the sharp relative and
absolute decline of China.!! Why do meritocracy and honesty sometimes accompany
decline, and sometimes — as in Singapore — spectacular growth?

For Graham Allison, Director of the Belfer Center for Science and International
Affairs, Harvard Kennedy School, ‘Singapore Challenges the Idea That Democracy
Is the Best Form of Governance.” (Allison 2015). For Ali Wyne, of the same institute,
Western democracy could learn two things from Singapore’s success: the importance of
quality leadership based on merit and the lack of ideological predisposition in tackling
problems (Gardels 2015).

In power for 31 years, longer than any other Prime Minister, Singapore’s leader Lee
Kuan Yew (1923-2015) is history’s latest example of the enlightened despots — from Ernst
der Fromme in Saxe-Gotha to Otto von Bismarck — who led Germany, and also the rest
of Europe, through what Albert Hirschman (1958) called ‘multidimensional conspira-
cies in favour of development’. It should be obvious that such developmental conspira-
cies differ significantly from waiting for an invisible hand to act, but neither in present
economic theory nor in present political discourse — still organized around a Cold War
understanding of the world — is it clear what this conspiracy consists in.

The analysis of Kishore Mahbubani, speaking from the vantage point of Singapore, of
what went wrong with the West is worth attending to:

The world is entering a new era, an era marked by two major changes. The first is the beginning
of the end of Western domination — not the end of the West, though. The second is the Asian
‘Renaissance’, because the 21st century will be the century of Chinese and Indian economies.
This is a Western financial crisis because the problems are the results of Western leaders’ failure
to understand that they faced a new competition. Western minds couldn’t think that other socie-
ties were becoming more successful than they. People in the US and the EU live beyond their
means. Does Western wisdom say ‘keep borrowing’ despite mounting budget deficits? The West
has to ‘relearn’ Western wisdom from the East.

Asian societies are doing well (today) because they understood and absorbed the main pillars
of Western wisdom, including the market, science, education and rule of law. But Western socie-
ties are gradually walking away from these pillars.'?

The literature on the problems and decline of the West is already vast and growing,
and in the English-language literature the word ‘great’ — once reserved for a handful of
events like the ‘Great Depression’ or the ‘Great Irish Famine’ — is very frequently used to
describe the changes that are taking place.

Kishore Mahbubani himself has contributed to this, the ‘great one-thing-or-the-other’
literature, with The Great Convergence: Asia, the West, and the Logic of One World

" This is argued in Reinert and Xu (2013).
12 http://www.chinadaily.com.cn/opinion/2010-12/23/content_11742747 .htm.
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(2013). David Stockman, once White House Office of Management and Budget director
in charge of ‘Reaganomics’ — also called supply-side economics and ‘voodoo economics’
— is surprisingly candid in his huge volume The Great Deformation: The Corruption of
Capitalism in America (2013). Supply-side economics brought back what Schumpeter
labelled ‘the pedestrian view that it is capital per se which propels the capitalist engine’
(Schumpeter 1954, 468). This theory justified tax cuts for the rich — the 1 per cent — as an
engine of growth, whereas what actually happened was that the concurrent destruction
of demand among the rest (the 99 per cent) killed off investment and led the rich to seek
revenue in what was often financial speculation: instead of making money from the pro-
duction of goods and services, increasingly money was being made in schemes that never
left the financial sector.

In The Great Degeneration: How Institutions Decay and Economies Die, economic
historian Niall Fergusson (2011a) roots his gloom in the current economist fashion that
everything not fitting into mainstream analysis is put into a black box labelled ‘institu-
tions’.!? On the eastern side of the Atlantic we have The Great Eurozone Disaster: From
Crisis to Global New Deal by Heikki Patomaki (2013) and The Great European Rip-Off:
How the Corrupt, Wasteful EU is Taking Control of Our Lives by David Craig and
Matthew Elliot (2009).

Times of crisis tend to increase inequalities, so we have The Great Divergence: America’s
Growing Inequality Crisis and What We Can Do About It by Timothy Noah (2012) and
The Great Risk Shift: The New Economic Insecurity and the Decline of the American
Dream by Jacob S. Hacker (2008). On the European side we have Alex Brummer’s (2010)
The Great Pension Robbery: How New Labour Betrayed Retirement and Richard Brooks’s
(2013) The Great Tax Robbery: How Britain Became a Tax Haven for Fat Cats and Big
Business.

Marxists convincingly say that those few who get to Volume 3 of Das Kapital find an
excellent explanation of financial crisis, so it is indeed useful to bring old perspectives
back, as in Michael Roberts’s (2009) The Great Recession: Profit Cycles, Economic Crisis.
A Marxist View. An economy out of balance requires The Great Rebalancing: Trade,
Conflict, and the Perilous Road Ahead for the World Economy by Michael Pettis (2013).
Debts have grown too much, so there is obviously time for The Great Deleveraging:
Economic Growth and Investing Strategies for the Future by Chip Dickson and Oded
Shenkar (2011). Speculation is clearly part of the crisis, so we have a timely republication
from the last depression in 1932: Aaron M. Sakolski’s (2011) The Great American Land
Bubble: The Amazing Story of Land-Grabbing, Speculations, and Booms from Colonial
Days to the Present Time.

A self-help book in the ‘great’ literary genre has been around for some time: The Great
Reckoning: Protect Yourself in the Coming Depression by James Dale Davidson and Lord
William Rees-Mogg (1994). Urbanist and trend-chaser Richard Florida presents us with
The Great Reset: How New Ways of Living and Working Drive Post-Crash Prosperity
(2010). And, to add to the problems, Paul Gilding (2011) points to The Great Disruption:
How the Climate Crisis Will Transform the Global Economy.

All these volumes on the ‘great’ changes capture and hold on to a facet of reality.

13 We shall return to this later in the Epilogue.
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However, a better interpretative angle in our opinion proceeds from an understanding of
the reversal of the mechanisms that were once harnessed successfully by the West, and
described in the first chapters of this book, as well as in Kishore Mahbubani’s remarks
at the start of this section. His analysis, that the West seems to have lost its previously
successful approach, is in our view both correct and important.

Present mainstream economics, essentially based on the economics of Adam Smith
(1776) and David Ricardo (1817), was written from a perspective supporting the
English Empire and perfected by Ricardo’s ‘comparative advantage’. Its main tenet
is that it would be in the interest of all if every nation stuck to the economic activity
at which it was least bad. Later — when the European continent and North America
had industrialized with very visible hands against the recommendations of Smith and
Ricardo — these countries also took over the Smithian—Ricardian position towards the
rest of the world.

In short, the West lost the Renaissance and Enlightenment perspectives described in
Chapter | of this volume, and with them the key success factors producing growth and
welfare. The West came to believe in its own propaganda: theories originally made to keep
the colonies poor boomeranged and backfired, leading to the present dystopia.

UNREALISTIC UTOPIAS THAT BOOMERANG AS THE CURSE
OF EUROPE AND THE WEST

The naive optimism of ‘laissez-faire’ and the childish and frivolous appeal to revolution, the
naive hope that the tyranny of the proletariat would lead to world happiness, increasingly
showed their real nature, they were twins of an ahistorical rationalism . . .The period 1870-1890
led to the theoretical and practical bankruptcy of both the old schools. (Gustav Schmoller,
German economist, Inaugural speech as Rector of the University of Berlin, 1897)

Austrian—Swiss economist Felix Somary (1881-1956) made the perceptive observation
that all big universalist projects of Europe have boomeranged: the Crusades brought
about the fall of Constantinople and the loss of the Eastern Roman Empire; aspirations
of religious tolerance suffered the indignity of centuries of religious wars (including
anti-Semitism); and the French Revolution ended in four generations of dictatorship
(Somary 2010, 18-19). Today we can add — in the spirit of Somary — that the lofty ideals
of the European Union project resulted in countries divided by a common currency,
while the United States is faced with falling real wages and a rapidly dwindling middle
class.

Gustav Schmoller (1828-1917) was by far the most influential German economist of
his generation. What is particularly worth noting here is that the ‘ahistorical twins’ —
communism and Manchester liberalism (today’s neoliberalism) —are both ‘cosmopolitical’
schools. Both schools imagined the role of the state as very limited; also Marxism saw
the state as necessarily ‘withering away’. The fall of the ahistorical twins that took place
from 1870 onwards brought about a degree of nationalism. In most countries this was a
fairly healthy form of nationalism. Only in Germany and Italy — the two last countries in
Europe to be unified — did this twentieth century nationalism take an ugly path.

Interestingly enough, David Ricardo — who again is seen as the founding father of
formal economics — from the 1870s on came to be vilified as the spiritual father of these
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irrational twins, of both communism and what we today call neoliberalism. His simple
modelling of world trade as the barter of qualitatively identical labour hours opened the
way for economics as a Harmonielehre, as a system creating automatic harmony (later
called ‘factor-price equalization’; Samuelsson 1948, 1949). David Ricardo’s labour theory
of value also created the foundation stone for communism.

The criticism just mentioned, which Gustav Schmoller voiced against David Ricardo
and his theory at the end of the nineteenth century, could also be voiced against main-
stream economics today. A key problem is that this theory operates at a level of abstrac-
tion too high and too decontextualized to give meaningful recommendations. At around
the same time, English economist Herbert Foxwell said about his fellow countryman
Ricardo: ‘The fact seems to be that, after the appearance of Ricardo’s Principles, the
economists were largely given over to sterile logomachy [that is, disputes about words,
controversy turning on merely verbal points] and academic hair-splitting’ (Foxwell 1899,
p- Ixxii).

As already mentioned, it was Foxwell who spelt out the danger of what Schumpeter
later labelled the ‘Ricardian Vice’ in economics:

Ricardo, and still more those who popularised him, may stand as an example for all time of the
extreme danger which may arise from the unscientific use of hypothesis in social speculations,
from the failure to appreciate the limited applications to actual affairs of a highly artificial and
arbitrary analysis. His ingenious, though perhaps over-elaborated reasonings became positively
mischievous and misleading when they were unhesitatingly applied to determine grave practical
issues without the smallest sense of the thoroughly abstract and unreal character of the assump-
tions on which they were founded. (Foxwell 1899: xli)

We shall later see how Milton Friedman (1953) reintroduced the Ricardian Vice
as the basis for neoliberalism. To this should be added the ‘Krugmanian Vice’,
after Paul Krugman: developing more realistic theories — like Krugman discover-
ing the fundamental difference between increasing and diminishing returns — but
refusing to apply them in real-world policies. The combination of these two vices
has made economics ideologically very malleable according to demand; a point
recently made by economist Paul Romer whose contributions are described later in
this chapter.

This criticism fits today’s mainstream economics just as well as it fitted Ricardian
economics in the late 1890s. Since then, communism and Manchester liberalism have
represented Europe’s ideological counterpoints, and they did so for about 140 years until
the 1989 fall of the Berlin Wall. At that point — the logic seemed to go — communism
lost and the Manchester liberalism, under the new name of neoliberalism, had won. It
is, however, important to note that the two political extremes of communism and neolib-
eralism are both cosmopolitical theories that reduce or totally eliminate the role of the
nation-state. In line with this, 1989 was — as the literature told us — not only The End of
History (Fukuyama 1992) but also The End of the Nation State (Ohmae 1995). Thus the
fall of the Berlin Wall led to a time of intellectual hubris and triumphalism. Since one of
the ahistorical twins had died in 1989, the conclusion was hastily — and illogically — drawn
that the other ahistorical twin, now in the guise of neoliberalism, had won. But again it
is important to note that both twins represented the cosmopolitical view, and that the
nationalistic political horrors of the 1930s were a reaction to both these cosmopolitical
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theories (communism and Manchester liberalism). This time around not only nation-
states, but also religion, stand in the way of the neoliberal cosmopolitical utopia.

As the number of refugees from de-industrialized and war-torn countries — plagued
by religious extremism — overwhelm Europe, we seem to have totally unlearned
the Enlightenment wisdom quoted in the Introduction: ‘From manufacturing you
may expect the two greatest ills of humanity, superstition and slavery, to be healed’
(Galiani 1770, 121). When manufacturing dies we see this process in reverse: a rebirth
of superstition and slavery. Or to use the terminology of Max Weber, the Entzauberung
(de-mystification) of society gives way to a Wiederverzauberung (re-enchantment).
Western dreams of ‘spontaneous order’ if only ‘evil dictators’ were removed — based on
economic theories in fashion — proved instead to produce ‘spontaneous chaos’ of a seem-
ingly very durable kind. We do risk creating a rootless ‘army of the unemployed’, but
with no Karl Marx scaring the capitalists into action, the likely result is a slow transition
into a kind of post-industrial feudalism as discussed in this chapter.

On the ruins of two world wars, about 70 years ago, Europe embarked on a long road
to integration. The process was built on strong idealism, and for decades there was little
doubt that the process was very successful and that, as a consequence, the EU was seen
as simultaneously creating peace and economic prosperity under a process of economic
and social convergence. ‘The incoming tide lifted all boats’, as the saying goes, and the
projects and processes met with little political opposition.

At the time of writing in spring 2016, the European project may appear dystopian,
though there seems to be disagreement as to which brand of dystopia one should invoke
for the present predicaments. Again, an overdose of supranational cosmopolitanism, this
time both globally and inside the European Union, has caused protests. Game-theorist
turned Finance Minister of Greece Yanis Varoufakis sees the EU as a case of Jean-
Jacques Rousseau’s ‘stag hunt dilemma’, where the different hunters risk starving one
another for the pursuit of a humble hare because they fail to coordinate themselves in
the pursuit of the worthier hunt. For Financial Times editorialist Wolfgang Miinchau the
EU member states are an illustration of Mancur Olson’s The Logic of Collective Actions.
As argued by the US economist in his 1965 book, vested organized interests are better at
working the system than large collectives. For Miinchau this failure to act can be seen in
all the most urgent EU matters, from banks to sovereign debt to refugees.

Those who oppose present European Union policies now hypothesize fiscal colo-
nialism'* and ‘Latin-Americanization’ of European countries.’® Others see the present
crisis as the result of a secular tension between capitalism and democracy, whereby the
present regime of fiscal consolidation is the most recent episode of a drama in which the
fiscal states become debtor states, hostage to globalized markets, and the citizens lose
all chances to influence a conflict which develops on a global scale between financial
markets, international organizations and states. In this scenario the European Union
becomes an executive federalism: ‘a reconstitution of capitalist democracy in Europe in

4 An expression used by Philippe Legrain, a former economic adviser to the European Commission
President; see http://www.nytimes.com/2014/04/22/opinion/euro-zone-fiscal-colonialism.html?_r=0 (accessed
April 2014).

15 See Reinert and Kattel (2004), and Reinert (2011). For the Baltic case see Reinert and Kattel (2014).
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the sense of a solidification of the results of three decades of economic liberalization’.!¢
Whether this should lead to the dissolution of the European project or to its completion
is the subject of a heated debate between Wolfgang Streeck and Jiirgen Habermas.!” But
if we fail to understand the mechanisms which at present increase the gap between the
core of the EU and its economic periphery, how can we solve the underlying problems?

Other scholars share a more optimistic view. Jeremy Rifkin!® sees the internet of
things as harbingering a new era of growth: the shared economy. Brynjolfsson and
McAfee (2014) are confident that a ‘beautiful partnership’ can include the intuition and
creativity of humans and the high routine processing, repetitive arithmetic and com-
munication abilities of computers. In France, Attali’s Positive Economy Manifesto!
sees space for an unselfish economy. Progressive Economy, an initiative launched in
2012 to stimulate a debate on economic and social policy and to promote progressive
thinking, held a successful forum in March 2014, enrolling Joseph Stiglitz.?® Advances in
information technology and robotics are already transforming the workplace, and even
greater changes lie ahead. Elliott (2014) looks at what the next two decades might bring.
According to Steele (2014), what the world needs right now is the restoration of trust
collapsed by rampant corruption at all levels of government and representation, and this
can be achieved by a grass-roots movement for collective decision-making based on open
source everything: “The open source ecology is made up of a wide range of opens — open
farm technology, open source software, open hardware, open networks, open money,
open small business technology, open patents — to name just a few’. Steele, a former US
Central Intelligence Agency (CIA) officer, sees a revolutionary tipping point as being
very close.?! It only needs a trigger, he says; a Tunisian fruit seller, as was the case for the
Arab Spring.

But, if in the past a key mechanism for economic growth has been the substitution of
labour for capital, as a result of the ever-increasing price of labour compared to that of
capital, how are we going to replicate the pattern of growth we had if wages are falling?
We probably fail to see the role of imperfect competition in the labour market, assisted
by strong unions, as a key to fast growth under equity. The ideological tension between
Schmoller’s ahistorical twins — communism and Manchester liberalism (neoliberalism) —
created strong unions, and therefore costly labour, starting in the late nineteenth century
and, particularly, in the decades after WWII. The question is whether we can recreate

16 The point is made by Wolfgang Streeck (2014), author of Buying Time: The Delayed Crisis of Democratic
Capitalism. See also ‘The Crises of Democratic Capitalism’, http://newleftreview.org/I1/71/wolfgang-streeck-
the-crises-of-democratic-capitalism (accessed May 2014).

17 A full rendition of the terms of the debate is available online at http://www.india-seminar.com/2013/649/
649_jurgen_habermas.htm (accessed May 2014).

18 See Rifkin (2014). People and communities are at the heart of this new economic paradigm, building the
collaborative economy where consumers have been replaced by ‘prosumers’.

1 The Movement for a Positive Economy is a platform to develop relationships and create knowledge about
an economy that seeks more than profit; see http://www.lh-forum.com (accessed April 2014).

20 See http://www.progressiveeconomy.eu (accessed April 2014).

2l “The preconditions of revolution exist in the UK, and most western countries. The number of active
pre-conditions [sic] is quite stunning, from elite isolation to concentrated wealth to inadequate socialization
and education, to concentrated land holdings to loss of authority to repression of new technologies especially
in relation to energy, to the atrophy of the public sector and spread of corruption, to media dishonesty, to mass
unemployment of young men and on and on and on’ (Steele 2012).
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this kind of wealth-creating mechanism, based on increasing capital intensity induced by
increasingly expensive labour,?? under the present conditions.

The golden years of economic growth after WWII coincided with a huge expansion of
the manufacturing sector. Centuries after it was first formulated — after the author had
studied the wealth of Holland — Petty’s Law* as regards sectorial growth of economies
still seems to apply: initially agriculture is the dominant sector, then manufacturing grows
fast, while in the last phase the service sector will grow at the expense of the two former.
Given the important role of manufacturing as the key to economic welfare, as is argued
in this volume, future growth is likely to be in the service sector and of the more ‘invisible’
kind (as when free Skype calls substitute expensive traditional transatlantic phone calls).?
The largest potential for ‘traditional’ growth is clearly in the poor countries — where the
production and consumption of manufactured goods are still weak — if they are able to
re-create the type of conditions that dominated in the West after WWII.

THE HOARDING DYSTOPIA: FINANCE IN CHARGE, NOT
PRODUCTION

And therefore so much of them ought not to be allowed to be applied to other uses that there
should not be enough left for money. It was this consideration that led Theodoric, King of Italy
[493-526], to order the gold and silver deposited according to pagan custom in the tombs, to be
removed and used for coining for the public profit, saying: ‘It was a crime to leave hidden among
the dead and useless, what would keep the living alive’. (Oresme 1956 [1356])

A key element in Western culture has been the prevention of hoarding; in other words,
making sure money was circulating, not idle. The quote from fourteenth-century mon-
etary theorist Nicolas Oresme testifies to the importance of keeping money in circula-
tion in order to keep the real economy going. An early expression of it is in the Bible
(Matthew 25, 14-30) where servants are given money (talents), and the servant who has
simply buried the money, instead of putting it into circulation, is punished.

An important element in German-language economics has been the separation of
the ‘financial economy’ from the ‘real economy’. We find this from Marx on the left
of the political axis to the conservative Schumpeter on the right. Figure 40.2 renders
Schumpeter’s idea of separating the money (Rechenpfennige, accounting units) from what
you can buy for money in the real economy (Giiterwelt, the world of goods and services).

In good times the financial economy serves as scaffolding for the real economy, a
‘bridge in time’, as Keynes (1982 [1933], 236-237) put it. If allowed to grow in ways
that do not positively impact upon the real economy — by making money on money
without going through production in the real economy — the financial sector will
become like a parasite that grows at the expense of the real economy. Since the times
of Hammurabi, 1792 to 1750 BC, societies which survived have managed to cancel
unpayable debt (for a discussion of imbalances with the financial sector, see chapter 27

22 For a discussion of the role of expensive labour and high inflation in creating wealth, see Reinert (2014).
2 Named after English economist William Petty (1623-1687).
2 For a discussion of ‘invisible growth’ see Reinert (1994).
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The Circular Flow of Economics

The real economy
‘Giiterwelt’

Financial economy
‘Rechenpfennige’

‘Black
Box’

Production
of goods

and services

Money/capital

Notes:

Giiterwelt = the world of goods (and services), Rechenpfennige = accounting units.

The EU solution to the financial crisis has been to create more ‘accounting units’, inflating the size of the
financial sector, but — through austerity — preventing these newly created accounting units from reaching the
real economy in the form of increased demand for goods and services. In this way the financial economy
goes from working in symbiosis with the real economy into being a parasite decreasing the size of the real
economy.

Figure 40.2  Separating the real economy in a Schumpeterian fashion

in this volume). Bankruptcy, like bookkeeping, was a necessary invention in the early
centuries of capitalism. At the moment the combination of printing new money,
which creates assets in the financial sector but liabilities in the real economy,? coupled
with austerity in the real economy, appears to be producing the situation that Lenin
looked forward to: the last stage of capitalism will be when financial capital reigns —
presumably because the real economy would then collapse under the weight of debt
and underconsumption.

Also in this case there were warnings. Interestingly enough, Mario Draghi himself has
issued a written warning against monetary power coming into the hands of the wrong
people: ‘The currency . . . is one of those precious institutions which may become malig-
nant if used to the advantage of organized groups’.?

This is an exact description of what happened to the euro in the hands of Mario
Draghi: the currency is used to the advantage of the financial sector — of high finance —

2 This is one of the basic principles of double-entry bookkeeping, a system which macroeconomists rarely

study.
26 Draghi writes this in reference to economist and first President of Italy, Luigi Einaudi: ‘La moneta, nella
sua visione [i.e. Einaudi’s], ¢ una di quelle istituzioni preziose che possono pero divenire perniciose se usate a

vantaggio di gruppi organizzati’ (Draghi 2011).
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and the detriment of the real economy. Germany’s fear of inflation and that country’s
obvious short-term benefits from the present situation increase the power of the financial
sector. What is now taking place is financial hoarding on a large scale. Huge amounts of
money are essentially flowing inside the financial sector, not touching the real economy
in other ways than shrinking it. In Europe the cases of Ireland, Cyprus, and Greece are
examples of how the European Central Bank has failed to follow the traditional rules of
bankruptcy, deciding in favour of the financial economy at the cost of the real economy
(Reinert 2016). It is time to go back and read Nicolas Oresme and Martin Luther (Luther
2015, see also Rossner 2013) on the subject of hoarding.

THE POWER DYSTOPIA: THE DISAPPEARANCE OF
MONTESQUIEU/GALBRAITH CHECKS AND BALANCES

At the origins of civilized societies lies a balance of power, in a modern context first
theorized by Montesquieu (1748). We find this idea of checks and balances also in the
Republic of Venice, and it was very prominent in the thinking of the US founding fathers
as well.

In John Kenneth Galbraith’s (1949) American Capitalism: The Concept of Countervailing
Power, the massive powers of big business meet countervailing powers in big unions and
citizens’ organizations. Says Galbraith: ‘It requires only a moment’s reflection to conclude
that a businessman with power neither to overcharge his customers nor to underpay his
labour (and for similar reasons his other suppliers) has very little power to do anybody
ill’. In this situation, Galbraith continues, government authority over the economy may
be removed: ‘In a state of bliss there is no need for a Ministry of Bliss’ (ibid., 31).

However, with the weakening of labour unions and consumer power, and the state of
bliss — a natural system of checks and balances — we shall have to bring back the Ministry
of Bliss, in spite of all the shortcomings of governments, in an attempt to readdress
the balance of countervailing powers. The disappearance of the experienced Weberian
bureaucrat in favour of a system of new public management only reinforces this need.”’
We are again fighting those excessive market powers which we managed to rein in from
1870 to 1900.%

In conclusion, the decision to put bankers like Mario Draghi in charge of the economy
resulted from a lack of theoretical understanding of the huge imbalances which might be
created if the real economy was sacrificed to the interests of banks. With a single-minded
focus on preventing inflation at all costs, Mario Draghi was elected head of the European
Central Bank for an eight-year period, from 2011 to 2019. It is tempting to compare the
length of Mario Draghi’s term, as a not publically elected de facto economic dictator,
to the terms of elected officials of early democracies in the Italian city states. Officials
of the signoria of Florence were elected for three months, and the ruling council was

27 For a discussion of the problems of New Public Management in the context of development see
Drechsler and Randma-Liiv (2015).

2 What was then called Manchester Liberalism was in the United States reined in by the Institutional
School of Economics, with Thorstein Veblen as a key figure. In Europe the German Verein fiir Sozialpolitik
played a leading role in the same process.
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so distributed between the professions that only one banker could be a member. Venice’s
Council of Ten (Consiglio dei Dieci) was elected for six months at a time.

THE DYSTOPIA OF VICIOUS CIRCLES: MORGENTHAU PLANS

The warnings of a Marx, a Veblen, or a Mitchell® that economists were neglecting changes in
the world gathering around them, that preoccupations with states of equilibrium led to tragic
neglect of principles of cumulative change, went unheeded. (Arthur F. Burns, Chairman of
the Board of Governors of the US Federal Reserve, 1970-1978, and Chair of the Council of
Economic Advisors under President Eisenhower, 1953-1956; Burns 1954)

The equilibrium metaphor has blinded economics to all the forces that produce disequi-
libria. In this way economics developed into a system producing an illusion of ‘sponta-
neous order’, of automatic economic harmony. The quote above from Arthur F. Burns
(1904-1987) is remarkable. It shows us that once presidential advisors were also intellectu-
als, and that a Chair of the Council of Economic Advisors at the peak of McCarthyism,
and later President of the US Federal Reserve, could actually quote Karl Marx. It is
also remarkable because it points towards an explanation of the present huge migratory
flows: the cumulative downward economic spirals accompanying deindustrialization.

Figures 40.3 and 40.4 show — in a circular flow-chart form — the cumulative effects of
the vicious circles of de-industrialization and poverty contrasted with the virtuous circles
of economic development (also shown in chapter 1). The main point here is that advanced
economic development is activity-specific, it can only occur in certain economic activities
(Schumpeterian-type activities), and not in others (Malthusian-type activities). This is
why, for a very long time, the term ‘industrialized country’ was considered synonymous
with ‘rich country’. The policies of the Washington institutions have since the late 1980s
left this traditional understanding behind.

We seem to have totally unlearned that the refugee crisis in Europe after World War
IT was to a large extent solved by nourishing, rebuilding and protecting the industrial
structure of the war-torn countries through the Marshall Plan. Reshaping the economic
structure of their home countries made it possible for refugees to come back. No plans
of the kind seem to exist for the present refugee crisis in Europe, previously discussed
in this chapter. Comparing the post-war policies of the West as carried out in Iraq after
2003 — a shocking disregard for rebuilding the economic structure of that county — with
those carried out in Germany and Japan after World War II — the Marshall Plan — gives
us what is perhaps the most telling proof of the invisible hand of the market producing
spontaneous chaos rather than spontaneous growth. In the long run the lack of attention
to the productive structures of the countries in the Muslim world will cause increased
human suffering, increased fanaticism, increased migration, and may indeed threaten
world civilization as we have known it. The Muslim world needs a Marshall Plan — a plan
that changes their economic structure — as does the majority of African nations.

2 Burns here refers to Wesley Clair Mitchell, founder of the National Bureau of Economic Research, and
a student of Thorstein Veblen.
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Figure 40.3  The vicious circles of poverty: Morgenthau Plans
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Figure 40.4  The virtuous circles of economic development: Marshall Plans

Even in a more static system — as opposed to the dynamics illustrated in Figures 40.3 and
40.4 — there will always be a large number of low-skilled activities, void of any barriers to
entry, that will consistently produce low wages. These activities represent the low-quality
activities in the Quality Index of Economic Activities (Figure 40.5), fashioned on factors
that are important in industrial economics (Reinert 1994). The core idea of colonialism
was that the production of high-quality activities was not allowed in the colonies, while
the key success factor of classical development economics was the opposite: the under-
standing that these high-quality activities needed to be spread to every nation (to every
labour market).

The current fashion is to list the lack of openness of the industrialized countries
towards agricultural imports from the Third World as one of the reasons why globaliza-
tion causes poverty in some parts of the world. In other words, the problems are seen as
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The Quality Index of Economic Activities
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being created by a lack of openness to free trade. In our opinion, the historical record
proves these assertions to be wrong. No nation has ever taken the step from being poor
to being wealthy by exporting raw materials in the absence of a domestic manufacturing
sector. Malthusian activities alone have never been able to, and will never in the future
be able to, lift a nation out of poverty without the presence of a domestic manufacturing
sector. The only results of any importance that will be achieved by freeing the imports of
foodstuffs from the Third World to the First World are:

1. A destruction of First World farming and of the rural areas of the First World.
A change to industrialized farming in the Third World, where the income will fall to
an extent that the local workers will not be able to afford to purchase the food they
produce for the rich, and the natural resources will be overexploited with resulting
environmental degradation. This is in essence a mechanism of subsistence as the
natural wage level, as foreseen already by Malthus.

The only way to achieve a global trading system without hunger is to strike the fol-
lowing deal between the rich and the poor countries: the rich nations selectively target,
nourish and protect some of their Malthusian activities (agriculture), whereas the Third
World is allowed selectively to target, nourish and protect some of their Schumpeterian
activities (industries and advanced services subject to increasing returns) while at the
same time protecting their own food production and environment, all under a system of
internal competition. This must be done under a system of regional integration of the
Third World countries.

The present policy of blind globalization coupled with increasing ‘development aid’
is essentially a policy of applying palliative economics; economics that addresses the
symptoms of poverty without at all attacking its causes. Instead, the essence of economic
development is a violent structural change leading down steep learning curves towards
increased productivity. Providing a better water supply to subsistence agriculture is purely
a palliative medicine, unrelated to the process of economic development in the real sense.

Today there are, broadly speaking, only two possible solutions to solving the increasing
poverty problems caused by globalization:

1. We can globalize the labour market, the only main institution that is not yet glo-
balized, by allowing all the poor to move where the ‘Schumpeterian’ economic
activities are located. This will lead to an unprecedented exodus, to enormous social
problems, and to a neoclassical-type ‘factor-price equalization’ where world wages
will tend to be equalized downwards. All will tend to get equally poor.

2. We can follow the nineteenth- and early twentieth-century path taken by all the
presently rich countries — of which Australia is an excellent prototype — by creat-
ing national Schumpeterian sectors which initially are not competitive in the world
markets, and slowly over time letting the economy ‘graduate’ to compete on the world
market. This is the only way to create dynamic ‘factor-price equalization’ upwards.
Only in this way can we make the poor countries into middle-income countries.

In our opinion, option two is the only viable solution. Since close to 1 billion people do
not get sufficient nutrition, a mass migration of a large number of the world’s poor to the
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rich countries entails an overwhelming likelihood of a factor-price equalization down-
wards: that the wages in the First World will fall towards the wage level of the majority
of the world’s population, close to subsistence level. Thus the world risks being caught in
an irreversible market-driven underconsumption equilibrium.

THE DYSTOPIA OF STANDARDIZATION: KILLING DIVERSITY

How fortunate we are in this regard that there are still so many distinct and separate German
states! What is so often said to be our disadvantage can perhaps work to our advantage in this
important national matter. Perhaps imitation on the part of the majority, and the desire to get
ahead of the others, will bring about something that the tranquil self-satisfaction of the indi-
vidual states would not; for it is plain that the one state among all German states that makes
a start with this will gain a definite lead in the respect, love, and gratitude of all; it will be the
supreme benefactor and true founder of the nation. It will give the others courage, provide an
instructive example, and become their model; it will remove all reservation that they might still
have; it will be the source of the first teachers and the first textbooks, upon which the others
may draw; and whichever state becomes the second will have the reputation of having been
second. (Johann Gottlieb Fichte (1762-1814), Addresses to the German Nation; Fichte 2013
[1807/1808])

While Johann Gottlieb Fichte above emphasizes the importance of diversity, a key
characteristic of the twentieth century was the opposite: standardization. The need for
standardization was brought about by industrialization: lowering costs was intimately
tied to standardized mass production. The use of standardized and interchangeable parts
had already started with gun production during the US Civil War, but the real starting
point for mass production was Henry Ford’s assembly line. ‘Any customer can have a car
painted any colour that he wants so long as it is black” was Ford’s message in 1909. The
information technology (IT) revolution in the 1990s made more flexible production pos-
sible, and the need for and cult of ‘sameness’ diminished.

As noted in the introduction to this volume, neoclassical economics — and therefore
also the economic logic behind the European Union — came to conform to the stand-
ardization zeitgeist: as economics Nobel laureate James Buchanan (1979, 231), wrote:
‘Any generalized prediction in social science implies at its basis a theoretical model that
embodies elements of an equality assumption. If individuals differ, one from the other,
in all attributes, social science becomes impossible.” Faced with this trade-off between
‘science’ and ‘diversity’, neoclassical economics chose the ‘scientific’ path, by in effect
making all human beings (perfect information) and all economic activities (perfect com-
petition) qualitatively alike. The basic metaphor of economics became equilibrium, taken
from the physics profession of the 1880s.

A great intellectual mystery of the twentieth century is how, on the one hand,
standardized mass production and the concomitant growing importance of increasing
returns to scale under imperfect competition came to dominate economic life in the
rich industrialized countries, while on the other hand, sometime in the 1930s, increasing
returns to scale — the very basis for standardized mass production — was thrown out of
economic theory because it was not compatible with equilibrium. The logical thing to do
would have been to throw out equilibrium because it was not compatible with the most
prevalent of all economic ‘laws’ at the time: increasing returns. The 1988 Cecchini report,
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which made the theoretical case for the European single market, was heavily influenced
by the importance of increasing returns to scale. Around 85 per cent of the benefits from
the single market were seen to come from this factor alone.

The trend towards standardization and ever-increasing size of firms and organizations
was very much the reality of the twentieth century, but not in economic theory. A theory
which assigned increasing returns and imperfect competition to industrial activities and
diminishing returns and perfect competition to agriculture and mining would have con-
tradicted the overriding paradigm of the need for free trade. As discussed elsewhere in
this volume, that understanding — which in practice had been basis for most of European
history — slowly died out after its extremely successful reintroduction with the Marshall
Plan.

In 1982 two US economists, Richard Nelson and Sidney Winter, published a volume
which would bring back Fichte’s perspectives on the role of diversity: An Evolutionary
Theory of Economic Change. In the spirit of Schumpeter, Nelson and Winter base their
economics on metaphors from biology: the market — rather than merely a machine
setting prices — becomes a laboratory where different products and different solutions
compete; innovations become the equivalent of nature’s mutations; and the end-point
is not an equilibrium, but rather an open-ended development where ‘optimality’ (from
whatever viewpoint) is not secured or perhaps not even likely. Note in this respect the
similarity with evolutionary biology’s theory of punctuated equilibria. In this setting,
diversity becomes an important asset: the more different approaches become available,
the better the outcome is likely to be. This approach was taken over by an Organisation
for Economic Co-operation and Development (OECD) programme, Technology and
the Economy, in the early 1990s (OECD 1992), but in terms of practical influence over
the policy of the European Union the influences of the neo-Schumpeterian wave boiled
down to ‘a laundry list of good intentions’ (Reinert 2006a), not capturing the key differ-
ences between economic activities and, consequently, not the importance of economic
structure. Thus today’s European Union came to resemble Immanuel Kant’s (1724-1804)
cosmopolitan federation rather than the Fichtian ideals.

In his opposition to Kant, Fichte did not see cosmopolitism as necessarily being the
optimal solution. ‘Fichte sought to establish that there were no inherent limits on the
extent to which a world of multiple states would come to approximate his humanitarian
ideal, despite remaining a world of states’ (Isaac Nakhimovsky in the introduction to
Fichte 2013 [1807/1808], xvi). With an asymmetrical economic integration tearing the
union apart, Fichte’s perspective is certainly worth reconsideration in Europe.

THE DYSTOPIA OF TECHNOLOGICAL RETROGRESSION

Technological retrogression results from producers’ adoption of technologies that reduce
labour productivity by lowering the capital-labour ratio. This development — the exact
opposite of the vision of higher automation and robots that is discussed elsewhere in this
chapter — may cause entire subsectors to become retrograde, leading to market withdrawal
and production for subsistence. The ‘theory of technological retrogression’ (Endresen
1994) seeks to understand the technology component of decline, trapping societies in
cumulative downward spirals of lowering income, lowering capital accumulation and
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low investment. Historically, technological retrogression has been associated with poor
countries and diminishing returns in agriculture, fishing and mining, as when destitute
workers with primitive tools work mines where modern technology can no longer mine
profitably. What we observe now is that technological retrogression can be found also in
rich countries and outside the raw material sectors. Reinert (2007, Chapter 5) discusses
the economic mechanisms of primitivization also outside the raw materials sectors.)

Endresen (1994) provides an archetypal case of technological retrogression. For
centuries Sri Lankan fishermen use sailing boats in their trade. At one point, bigger
boats with inboard engines are introduced, and the most skilled fishermen — those trained
in sailing — are recruited to the modern boats. A relatively long period of progress and
prosperity follows, but then an increased price of oil dramatically reduces profitability.
Boat owners try to ride out the storm, but gradually lose their crew members, who turn to
traditional boats. However, sailing skills are lost. With the loss of sailing skills traditional
deep sea fishing is also lost, and fisheries become an inshore activity based on the use of
rowing boats. The inflow of labour to this inshore fishing results in resource depletion.
In this tale of technological retrogression survival is secured, but standards of living are
severely reduced as resources are depleted. With technological retrogression — the return
to less advanced technologies — it seems inevitable that labour will involve physical hard-
ship, while the daily struggle to make ends meet and provide for children’s education
becomes harder. In short, labourers experience immiseration. Migration may provide an
escape; and technological retrogression becomes reinforced where this option is lacking
or perceived as fruitless. After all, Alfred Marshall, the founder of neoclassical econom-
ics, pointed to diminishing returns as ‘the cause of most migrations of which history tells’
(Marshall 1890, 201). Both for society and for individuals alike, these are situations of
lock-in. The lock-in phenomenon raises several questions. What motivates technology
choices that contradict the main thrust of economic history? What triggers such proc-
esses, and what are the contextual preconditions?

A major precondition of technological retrogression is lock-in of the producers in
particular production systems and places. In some cases this may be a result of appar-
ently ‘voluntary’ technological choices, as when the unemployed computer engineer in
Greece or Spain returns to his grandfather’s farm. In other cases retrogression seems to
be forced on individuals by structural coercion. The latter may be desperate measures
when other options are (or are perceived to be) non-existent. When in the case of vol-
untary retrogression there are other options, the producers may be said to have locked
themselves into production systems of the past. From one point of view technological
retrogression may appear as a desirable form of de-growth (D’Alisa, Demaria & Kallis
2014). But a future scenario of societal polarization emerges, ‘idyllic’, low-productive,
old-fashioned producers with no market power at the one extreme, and hi-tech produc-
tion units with huge market power, and the political power that comes with it, at the
other. This invites reflections on the causal relationship between technological retro-
gression and socio-economic marginalization, and implicitly, socio-economic polariza-
tion and increased inequality. Furthermore, where technological retrogression involves
return to organizational models of the past — like the neo-feudalist trend discussed in the
next section — this affects the political leverage of labour and may reverse social progress.
Clearly an economic theory postulating ‘perfect competition’ and ‘the representative
firm’ — disregarding differences in barriers to entry and market power — is unable to
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capture the qualitative differences between economic activities which in turn lead to
measurable income inequalities.

The grandest perspectives within history and the social sciences concern the evolution
of human society and the rise and fall of civilizations. Is it useful to discuss technologi-
cal retrogression in terms of such grand narratives? We would then look for evidence of
this phenomenon during periods when empires disintegrate and vanish, and during
prolonged crises of societies. Grand narratives are more concerned with progress than
with decline. In his History of the Idea of Progress, Robert Nisbet claims that between
1750 and 1900 the idea of progress ‘reached its zenith in the Western mind in popular as
well as scholarly circles. From being one of the important ideas of the West it became
the dominant idea’ (Nisbet 2009, 171). Progress provided the developmental context for
ideas such as equality, social justice and popular sovereignty. Philosophers of that time —
Turgot, Condorcet, Saint-Simon, Comte, Hegel, Marx and Spencer — saw history as a
slow, gradual, but continuous and necessary ascent to some given end.

Grand narratives proclaiming progress as ‘an inexorable march of mankind’ (Nisbet
2009, 171) do not generally obtain the status of theory of social science, where research-
ers concentrate on contemporary issues and testable hypotheses. But social science
abounds with grand narratives, whose concepts have become ingrained in our language,
scientific as well as vernacular. In a historical perspective, post-modernists’ proclamation
of the death of grand narratives (Lyotard 1984) is very recent, and is at present marginal-
ized by entrenched resistance of the prevailing modern order. What should be credited
to postmodernists, however, is that their questioning of grand narratives has inspired
a renewed critique of the idea of progress, hegemonic in Western thought for nearly
300 years. Progress is not something we think ‘of” when discussing societal change; it is
what we think, and this impairs our critical capacity to analyse it.

The periods of abrupt change are considered to be evidence of gradual emancipation
of human agency, allowing history to jump forward. However, for our specific purpose,
this stressing of what we may term ‘contingency of progress’ is important:

There is no necessity of progress, it is not pre-ordained that people will be willing and able to
exercise their creative capacity. The constraining natural, structural, or historical conditions,
or the suppressed motivations for activism . .. may prevent creativity from flourishing. And
similarly, the process of cumulation, passing on of tradition may get disrupted, both at the bio-
graphical and at the historical level . . . In such cases, stagnation or regress rather than progress
will be a likely result. (Sztompka 1990, 258)

The idea of progress is at the heart of modernization theory, where developmentalism
dominates: every society progresses towards greater modernity. The classical economists,
Adam Smith and David Ricardo, envisioned a future steady state. But they did not
predict retrogression. Within neo-Marxist development thought, developmentalism has
been questioned since the days of Paul Baran (1909-1964). Amin (1976) introduces the
concept of retrogression in agricultural technique, inspiring our analysis of causes of
decline. He describes a situation where modernization is reversed: average labour pro-
ductivity of the production unit is lowered, and entails more men and less capital (Amin
1976, 206).

However, until now two different mechanisms have prevented this from happening
in the West. First of all, since Western farmers are part of the same labour market as
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industrial workers, there are limits to how large the income gaps between the two sectors
could be even at times of negative growth. Secondly, generous subsidies to farming and
guaranteed farm prices have prevented the negative processes anticipated by Samir Amin
from taking place. Recent developments in Greece and Spain seem to move in a direc-
tion that may make Amin’s prediction come true. It should be noted that policy, not ‘the
market’, has prevented this from happening earlier.

Discussing regress, Sztompka (1990) notes, firstly, that individuals may be socialized
into passivity, or harsh lessons from past failures can result in limited capacity for innova-
tion. These are conditions which limit creativity. Secondly, the process of ‘cumulation’,
passing on of tradition, may be disrupted, and therefore the transfer of human experi-
ence over time may be prevented. The role of institutions such as schools, churches and
the media in preventing loss over generations may be crucial here.

The dominant idea of progress hampers our ability to observe and conceptualize
regress, reversal and retrogression. We therefore need to shed our ‘progressive lenses’ and
to operationalize the concept of decline. The theory of technological retrogression is an
attempt at constructing a testable theory of reversal of technological modernization. This
theory has gained new relevance due to economic setbacks in Eastern Europe during
the transformation to capitalism. In rural Western Europe, the relevance of the theory
is linked to deindustrialization after the financial crisis (see Tregenna, Chapter 38 in this
volume).

For Nisbet (2009), with the triumph of Christianity, a linear conception of change
took over from ancient cyclical conceptions of change. With the Enlightenment the
Christian linearity conception, which includes a prophecy of the ‘end of time’, waned
and the modern secular conception of linearity came into being, together with the belief
in the science-driven eternal progress of society. Since the Industrial Revolution, history
can be read as a narrative of continuous scientific progress, carrying through every sphere
of society, and nowhere has the idea of progress been more pronounced than in the
narrative of technological change, mimicking ‘old beliefs in the permanence of human
progress’ (Nowak 1990, 237).

An important descriptor of decline is the changes in the composition of gross domestic
product (GDP) or the workforce according to economic sector. Here we confront our
conceptions of societal evolution: a society that is predominantly agricultural is con-
sidered lower on the development ladder than industrial countries. Sejersted (1979) and
others analyse economic growth during industrial transformation in terms of ‘surplus
of transfer’, with a shift of labour from traditional to modern, from primary to second-
ary occupations. Consequently, a shift in the opposite direction, where labour flows into
agriculture, would result in ‘transfer losses’.

Figure 40.6 depicts a conception of technological change that caters for the possibil-
ity of decline. Technological retrogression is defined as the adoption of technology that
reduces labour productivity. In this vision there are two levels of knowledge involved:
knowledge linked to the immediate operation of a tool (the instruction manual), and
knowledge on how production should be organized for tools to function.

‘Retrogression of tools’ in the figure refers to incidents where producers move; for
instance, from tractor to horse. Technological retrogression may affect entire subsec-
tors and cause market withdrawal and subsistence production. ‘Retrogressive mobility
of labour’ refers to flows of labour from high-productive to low-productive industrial
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Figure 40.6  Technological change, the concepts

activities. A viable hypothesis is that this occurs with informalization of economies: the
factory closes down, and the workers survive with primitive tools in back yards and on
the streets. The concept of retrogressive mobility of labour also covers counter-historical
flows of labour from secondary industries to agriculture, resulting in transfer losses.

As already mentioned, our ideology of progress hinders our understanding of tech-
nological retrogression. To compound this difficulty, retrogression is also ‘statistically
hidden’. In statistics, technological modernization by some producers may outweigh
retrogression and produce ‘an aggregate illusion of stagnation’. Reconstruction of
technological change therefore demands a methodological approach that enables the
reconstruction of technological change and sectoral and geographical mobility over time
(Endresen 1988).

Necessity, Choice and Profit Opportunity

What motivates producers to adopt technologies that lower labour productivity?
Underlying causes may include structural coercion, ideological trends and profitability
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considerations. Here ‘purpose’ or ‘justification’ describes what actors themselves express
as being the reason why certain choices were made. If producers are forced to abandon
modern technology and go for technologies that are inferior in terms of labour produc-
tivity, they face technological retrogression by necessity. But technological retrogression
may be the result of a lifestyle choice, such as when the Amish adopt and preserve
production equipment of the past, aiming to replicate the society of a bygone century.
Beside motivations of necessity and choice there is a motivation of technological ret-
rogression by profit opportunity. With costs of labour falling compared to the cost of
capital, the substitution of capital with labour becomes profitable; instead of investing in
machinery, cheap labour can be hired, and production becomes more labour-intensive.
Cheap labour may lead to a change in technology. This motivation may become impor-
tant during periods of economic recessions and political turmoil. Where there is oversup-
ply of labour, wage levels may drop to what the most desperate of workers are willing to
accept (Ricardo 1817); while in industrial societies, increased price of labour resulting
from working class struggles has spurred the advance of technology.

Empirical Evidence of Technological Retrogression

The most thorough verification of technological retrogression is found in Endresen
(1994), in her study of Asian fishing villages. In one case, retrogression was due to the
price increase of imported inputs; in another it was due to the disastrous ecological
effects of technological modernization. Both situations involved diminishing returns and
a severe lock-in of primary producers caused by lack of diversification of the economy.
The modern crewmen were the first to turn to traditional boats as a survival strategy, but
this did not lead to a labour shortage on modern boats. In the societies in question, the
labour supply was almost unlimited; workers were willing to work for very low pay. The
owners of modern boats exhausted their capital funds before they finally gave up and
went back to traditional technologies. However, the traditional sector they (re)turned
to was not as productive as before: local knowledge such as sailing skills and old fishing
techniques were lost during the modernization period. Harsh economic realities led to
retrogression in these cases; thus it was retrogression by necessity.

There is historical evidence of retrogression in Europe. During financial crises in
the eighteenth century as well as during the Great Depression in the 1930s, Norwegian
fishermen had to move from modern boats to traditional ones, becoming less pro-
ductive, and therefore they had to ‘struggle with oars and destitution’. In both cases,
de-industrialization, capital shortage and lock-in were factors of explanation. Capital
shortage during the latter period led to incidents of ‘primitivization’ (Bull 1988, in
Endresen 1994, 236) in Norwegian manufacturing as well. Small apparel producers sur-
vived during the hard times by squeezing labour and reducing technology levels (Wicken
1982).

The results from a pilot study on technological retrogression and poverty in rural
Russia (Tkach, Bogdanova and Endresen) are included in Papalexiou (2015). She con-
cludes that ‘shock therapy’ (opening of the economy, liberalization, land reform) led to
a sharp rise in the price of agricultural input factors, such as harvesters and cars. Food
imports increased immensely and prices fell. At the same time, subsidies were removed,
creating a squeeze preventing investments in machinery to secure efficient production.
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Monoculture in large production units now exists side by side with many smaller farms
with a multitude of types of produce, and rural poverty persists. But this small-scale agri-
culture does not constitute the modern, competitive farming that the reformers had in
mind. It relies mainly on manual labour, and serves as a survival strategy in the absence
of employment or income from the indebted agricultural collectives (Kalugina 2014, in
Papalexiou 2015, 15).

The parallels with the case of the fishermen are evident: lack of diversification, lock-
in, high cost of capital and capital shortage, and poverty trap. The technological choices
made are good for the immediate survival of the producers, but less so for sustained
growth and development. Unfortunately erroneous perceptions regarding rural poverty
in Russia (such as reluctance on the part of villagers to change their way of life) echo the
flawed explanation of ‘traditionalism’ used for the technological retrogression literature
on the Asian cases.

Adding Decline to Schumpeterian Thought

The theory of technological retrogression contrasts progressive dynamics as developed
by Schumpeter with retrogressive economic dynamics of technological change. We may
observe Schumpeterian ‘destructive destruction’ in reverse.

Cast in Schumpeterian terms, technological retrogression may be considered the res-
urrection of ‘dead’ technologies which brings with it detriments to economic growth,
and social and regional development (Endresen 1994). Thus, progressive Schumpeterian
dynamics has an ‘evil twin’; retrogressive dynamics is set in motion where (un)favourable
contextual preconditions prevail. Producers, incapable of escaping crises through innova-
tion, do not cease to exist (except, it seems, in economic theory). For the sake of short-run
survival, they try many survival strategies, including technological retrogression, result-
ing in reduced labour productivity and economic decline. Both dynamics can be cast in
Myrdal’s (1957) terms of positive and negative ‘cumulative causation’, describing spiral-
ling effects of economic upturns and downturns. Whereas cyclicality of capitalist econo-
mies is of major importance in Schumpeter’s optimistic theory of technological progress,
many different triggers are relevant in its retrogressive twin process: collapse of political
systems, exploitation of labour, and ideological lifestyle trends.

A Dystopian Omen?

Should evidence of technological retrogression be considered dystopian omens? Yes and
no. Yes, because it signifies a reversal of modernization that has meant increase in labour
productivity, the historical way out of poverty for billions of people. Going for low-tech,
labour-intensive production runs counter to what has created wealth since the agricul-
tural and industrial revolutions began. However, negative effects for long-term growth
are probably the least of the producers’ worries when they make the decision to reduce
labour productivity or move from urban to rural occupations. The motives are to be
sought either in the need for immediate survival, or in a changed lifestyle, or in an accu-
mulation strategy of capital owners. These categories may overlap: losing a job during a
recession may spur lifestyle changes, as when the unemployed computer engineer returns
to his grandfather’s farm to survive.
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There is a development quandary associated with the existence of both progressive
and retrogressive outcomes of technological change. De-industrialization may lead to re-
industrialization at a lower technological level, and such survival strategies can be inter-
preted as expressions of resilience. However, choosing technological retrogression comes
with lower labour productivity, which in turn limits opportunities for capital accumula-
tion. Throughout the history of economic prosperity, we find technological moderniza-
tion at its core. Capital-intensive production units innovate their way out of recessions
through technological progress, leading to virtuous spirals of enhanced productivity and
growth. When producers resort to technologies that secure survival but decrease labour
productivity, the possibility of capital accumulation diminishes, depriving economic
actors of modernization as a route of escape from poverty. Vicious spirals of decline are
formed, leading to social and economic decline, and entailing a marginalization of pro-
ducers as well as an increased inequality. We may very well be on our way back into what
early development economists referred to as ‘dual economies’.

THE DYSTOPIA OF NEO-FEUDALISM

The twenty-first century has been celebrated as a century of convergence, which could
be achieved by means of three guideline elements: ‘creative healthy individuals, a sus-
tainable planet and full global development’ (Perez 2013). Even a summary analysis
reveals that in this century, as well as possibly in the next few centuries, the desired
convergence — factor price utilization — is no more than an unusually unrealistic and
naive utopia. It is worth noticing that the idea of factor price equalization entered eco-
nomics at a high point in the Cold War, during the communist blockade of West Berlin
(Samuelson 1948 and 1949).

Advance in technology remains the driving engine of economic development, putting
a very promising future within the reach of a large portion of mankind. More than three
decades ago, Leontief (winner of the Nobel Prize for economics) said that ‘the role of
humans as the most important factor of production is bound to diminish in the same way
that the role of horses in agricultural production was first diminished and then eliminated
by the introduction of tractors’ (quoted in Lanchester 2015).

But what happens in a reverse situation, if the tractor is replaced by the horse? This
question is relevant to the economic processes that occurred in a large part of Central and
Eastern Europe after the collapse of communism, and the answer resides in at least four
mutually dependent drivers:

o the vulnerability of economic development, aggravated by a utopic ideology; com-
munist society reached its limits after exhausting its own resources and after the
collapse of its own economic mechanisms in the face of the new challenges of the
contemporary world;

e the incomplete type of economic education, by means of the elimination of private
property and the free market from the equation of development;

o the degradation of the human being, in collective-type dictatorial regimes after the
collapse of the communist regimes;

o the need to survive under the conditions of sudden de-industrialization.
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Replacing tractors by horses was one example of incoherence and political incapac-
ity to cope with the global trend of acceleration of economic development. Is this a
case of technological retrogression, or modernization reversal, or both (Endresen 1987,
Blumer 1990; Endresen 1994; Reinert 2011)? Was this kind of de-technologization of the
economy a necessary action so as to build another, more competitive one? It is obvious
that technological retrogression cannot be assimilated with a creative destruction, but
rather with a destructive creation, with elements of dystopia encouraged by a return to
more primitive technologies.*

The post-communist evolution of the socialist countries indicates that de-
industrialization could just as well have been conducted by way of a gradual mod-
ernization, by capitalizing on the less demanding markets, and agriculture could have
continued its market-oriented development, even in the heavily centralized countries such
as Romania. In that country, for a decade, the dominant characteristic of agriculture
was its focus on subsistence, as the restitution of land to the villagers led to an excessive
fragmentation of the land unaccompanied by adequate financial and economic policies
of credit and modernization. Perez (2004, 233) remarks that ‘the social consequences of
each transition are vast and profound’. As described in the previous section on techno-
logical retrogression transitions may also produce technological retrogression. This idea
applies well to many former socialist countries after the collapse of the Soviet Union,
which saw the return to manual labour in farming, the use of animals and rudimentary
farming techniques. This explains the low yields and the high cost of agricultural produce
on the individual farms.

In most of Europe industrialization slowly replaced feudalism, a system that — even in
the eastern parts of Germany — prevailed into the twentieth century. What we are seeing
in the EU periphery, such as Romania, at the moment is a return to a system which closely
resembles feudalism. People with available capital buy up houses and allow unemployed
workers to live there without paying rent, under the condition that they work free for the
landlord whenever he needs their services. Although there is a certain logic in the fact
that the death of industrialism again opens up for the system which preceded it, this is a
truly dystopian development which ought to attract our scholarly and political attention.

The possibility of a different path is demonstrated by the example of a local commu-
nity, Curtici, in Arad county (Western Romania). This was an obvious case of the power
of persuasion of the leader, who, although a former collective farm president (personally
decorated by Ceausescu himself on numerous occasions), managed to avoid the collapse
that had occurred nationwide and to transform the former collective farm into a very
efficient enterprise. This virtuous example sees the creation of a genuine agro-industrial
holding with high crop yields, a strong livestock division, a food industry unit that
capitalizes on the produce obtained, and a chain of 34 stores all across the region (see
www.caicurtici.ro). Most of the owners of the land are employed in agriculture and they
benefit from each year’s profits. Therefore, what had seemed a utopia on a micro scale
in the early 1990s has become reality under the conditions of participative and adaptive
management.

3 See Reinert and Kattel (2004) for a critical appraisal of the negative consequences of the EU enlargement
that took place in that same year. Reinert and Kattel (2007) elaborates on the same point.
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Table 40.1 Decreasing livestock in Romania between 1990 and 2012

1990 2012 Dynamics rate (2012/1990) %
Cattle 5381 2003 37.2
Pigs 12 000 5227 43.6
Sheep 14 061 8822 62.7
Poultry 121 379 80 119 66.0

Source:  Authors, processed data, using the Romanian statistical yearbooks 1991 and 2013.

This is the modern version of a strategy that had been planned in Walachia about
180 years before (1835-1836): the Scaeni Phalanstery (Berindei 1991). Known as the
second ever attempt, anywhere in the world, to implement Charles Fourier’s utopian
ideas, it came to an end before it could become functional. By contrast, today the island
of prosperity in Curtici, generated by the implementation of development grounded in
trust, social fairness and a combination of private and collective initiative, demonstrates
the conditions under which Romanian agriculture could have avoided the collapse from
which it has yet to recover.

The agricultural village was the major loser of the economic transformations in
Central and Eastern Europe. Its only chance for survival was in agriculture, and here
technological retrogression in agriculture is extremely visible across the landscape and
measurable, by means of the decline of agricultural output at national level (especially
industrial crops), the shrinking numbers of livestock (Table 40.1) and the breakdown of
the domestic food and textile industries.

The collapse of the Soviet Union would almost qualify as a dystopia in itself. We could
call it ‘the dystopia of too victorious warfare’. As warned by Keynes after World War I
(Keynes 1919), the harsh conditions under which Germany had to live after the war
could lead to a new war within a generation. The massive destruction of Russia’s produc-
tive capacity following the ‘shock therapy’ advised by the West may have a similar effect
today. In the aftermath of WWI the problems arose with ethnic Germans in neighbor-
ing countries. The parallel with the present problem of ethnic Russians outside Russia is
striking.

THE DYSTOPIA OF ECONOMICS AS ‘BAD SCIENCFE’

Ricardo, and still more those who popularised him, may stand as an example for all time of the
extreme danger which may arise from the unscientific use of hypothesis and social speculations,
from the failure to appreciate the limited application to actual affairs of highly artificial and
arbitrary analysis. (Herbert Foxwell, Cambridge economist; Foxwell 1899, p. xli)

A gang of Aleutian Islanders slashing about in the wrack and surf with rakes and magical
incantations for the capture of shell-fish are held, in point of taxonomic reality, to be engaged in
a feat of hedonistic equilibration in rent, wages, and interest. (Thorstein Veblen, US economist;
Veblen 1919, 193)
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From the two quotations above we can appreciate different ways of addressing an
economic theory whose level of abstraction has brought economics to a point of irrel-
evance. Unfortunately the theory fitted the vested interests of some groups, in particu-
lar the financial sector, over and above those of the productive sector; and the wealthy
nations over and above the poor. Both quotations above are from the last time Ricardian
economics was declared dead, a process which started with the economic crises of 1848,
peaking early in the twentieth century. Herbert Foxwell sincerely tried to point out the
extreme dangers of such theories; while Thorstein Veblen, attempting to do the same
thing, used a heavy dose of irony in order to get the point across.

Today we are again facing the same problem, a rebirth of mainstream economics
at an excessively high level of abstraction. ‘Irrelevance as methodology’, as Wolfgang
Drechsler — a contributor to this volume — once quipped. One starting point for the
return of irrelevance may be said to have been Milton Friedman’s assertion that: “Truly
important and significant hypotheses will be found to have “assumptions” that are
wildly inaccurate descriptive representations of reality, and, in general, the more signifi-
cant the theory, the more unrealistic the assumptions (in this sense)’ (Friedman 1953,
14).

Asserting this adverse relationship between realism and scientific merit — ‘the more
scientific the theory, the more unrealistic the assumptions’ — was not met with a logical
question by economists of the past; and surely Thorsten Veblen (1857-1929) would
have posed: ‘In whose vested interests is this theoretical development?’” English econo-
mist Josiah Tucker (1713-1799) was also in the habit of asking ‘Cui bono?” — who will
profit from this? (Tucker 1782). An economic theory no longer distinguishing between
the financial sector and the real economy would, in the old understanding, benefit the
financial sector. A Ricardian economic theory modelling international trade as the
barter of qualitatively identical labour hours — equating the labour hours in Silicon
Valley with those of a hunting and gathering tribe in the Amazon — will not see that
‘free trade’ may benefit some types of economic activities and some nations more than
others.

If economics is indeed a science, albeit a science whose state of health offers reasons for
concern, and if science itself experiences a moment of crisis, as we are about to discuss,
what are we to make of the joint occurrence of these problems?

One conference entitled “What’s Wrong with the Economy — and with Economics?’;!
another conference on ‘Research Integrity’;> Queen Elizabeth 11 questioning the predic-
tive capacity of British economists at the London School of Economics (Pierce 2008);
the cover of the weekly magazine The Economist (2013) devoted to ‘Bad Science’; these
are all convenient icons to illustrate the elementary consideration that both economics
as a discipline, and science in its totality, including natural and social sciences, are in
crisis.

These twin crises have so far been the subject of separate strands of reflections, both in
the academic literature and in investigative journalism. We are interested in the following
questions:

31 http://www.nybooks.com/blogs/gallery/2015/mar/29/whats-wrong-with-the-economy/.
32 http://www.wceri2015.org/.
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1. Are these two crises one?
2. If this is the case, is there something which economics can learn from the diagnoses
and solutions advanced from the craft of science and technology studies (STS)?

Is the Crisis One?

It has been written elsewhere in this volume and in a rich literature, which has in Philip
Mirowski its latest champion, that economics is a recurring victim of its physics envy
(Mirowski 1991). There is at present an interesting debate on ‘mathiness’, a new term
coined by economist Paul Romer (2015) to lead a courageous debate against ‘freshwa-
ter economists’ or ‘sympathizers’ for their use of mathematics as ‘Latin’, in the sense
that mathiness is used to scare off debate and veil ideological stances. In a later blog
Romer bases his plea to fellow economists for the importance of intellectual honesty on
a famous speech by Richard Feynman, perhaps the most loved US physicist ever. The
speech, entitled ‘Cargo cult science’, famously argued for a distinctive feature of science:
that of being falsifiable; and for the moral commitment of scientists to go out of their
way to try to falsify their own work. Hence in the moment in which economics performs
its ethical self-examination it again turns to physics.

The moment of truth for economics has coincided with the debacle of mathematical
modelling — in the form of dynamic stochastic general equilibrium (DSGE) models —
failing to forewarn of the oncoming crisis, with the ensuing inquiries involving the US
Senate as well as the British Crown (Mirowski 2013, 275-286). The use of mathematics to
obfuscate rather than illuminate is a recurring theme in this volume, and corresponds to the
‘Latin’ of decaying science for Harold Innis;* see Reinert (2012a) and Saltelli et al. (2013).

While economics goes through a needed moment of reflexivity, sciences in general —
including natural sciences — are in the midst of their own unprecedented existential crisis.
This crisis is so deep that even the media have taken note. As mentioned, The Economist
devoted its cover to ‘Bad Science’ in 2013. Journals such as Nature (2015) and The Lancet
(2015) have run concerned editorials, and four international conferences have already been
held on scientific integrity between 2007 and 2015 (Lancet 2015). The issue is debated in
academia and think tanks (Horton 2015). In social science a recent important experiment
run on 100 major studies could replicate only 35 per cent of the total, and the size of the
effects was systematically smaller in the replicate than in the original (OSC 2015).

The crisis had long been anticipated by Derek de Solla Price (1963), for whom science
would reach saturation (and in the worst case, senility) under its own weight, victim of its
rapid exponential growth (pp. 1-32). For Jerome R. Ravetz (1971) industrialized science
would have systematic and serious problems with its quality control mechanism due to its
mutated ethos and to mutated scientists’ norms.

How does this crisis of science impact on science’s use to inform policy, and what has
this to do with economics? As is known, economics is presently a master discipline as far
as policy advice is concerned. Almost by definition, cost-benefit analyses, contended by
engineers and economists (Porter 1995), are the tool of choice to adjudicate the feasibil-
ity of policy options. In the academic world, economists command the highest salaries

3 For a discussion of Harold Innis’s contribution, see the Introduction to this volume.
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(Fourcade et al. 2014), decide upon the desirability of austerity policies — even when
based on flawed spreadsheet software modelling (Cassidy 2013) — and tend to extend
their reach to adjudicate upon disputes such as on climate change (Stern 2015).

Scholars of the field of science and technology studies (STS) as well as some fathers
of the ecologist movement (Lewis Mumford, Langdon Winner) have long argued that
the enrolment of science in support of policy — in the form of risk or cost-benefit
analysis — but also in the dream of innovation as a source of never-ending growth has
brought about as many new problems as those which were solved. A vivid example is
the present debate between techno-optimists (Rifkin 2014) and pessimists (Brynjolfsson
and McAfee 2014; see also Pope Francis’s 2015 encyclical letter Laudato Si) on the
effect of automatization on the labour market. Regarding the role of economics, Ravetz
(1994) advances the provocative hypothesis that economics has remained after all a folk
science, meaning by this a science that never quite mastered the production of stable
‘facts’.

Can Something be Learned from Science and Technolgy Studies (STS)?

A prophetic book on the wonders of science, Bacon’s Novum Organum, was published
in 1620 (Bacon 1994 [1620]). In the centuries that followed, both Descartes and later
Condorcet enriched this vision, but at the same time lost Bacon’s solid empirical roots.
For some scholars the last four centuries have then been those of scientific hubris, or
rationality becoming a substitute for reason; to use the words of a famous book of
Stephen Toulmin, of a ‘Cartesian dream’ (Guimaraes Pereira and Funtowicz 2015).
Could it be that economists have their own version of the dream? Would it be far-fetched
to call it the Ricardian dream? These dreams have a common origin, and mathematics
and reductionism are the inner thread.

If the two dreams have a common root, is it possible that some of the recipes advo-
cated by STS scholars for sciences in general may have a bearing on economics as such?
One recipe has already been identified as crucial by both communities: this is the need
for something to be unlearned before progress can be achieved. Paul Romer (2015), the
authors of this volume, and STS scholars would probably agree that one should abandon
the belief that nothing can go wrong when there are quantitative data and mathematical
techniques (Ravetz and Saltelli 2015). Next comes the Cartesian hubris to understand
and control systems involving complexity and consciousness, such as the economy, with
reductionist reliance on the precision of models and indicators.

A second lesson would possibly derive from the remark that the most critical voices
in science — and the most perceptive of the oncoming crisis — were from the field of
history or philosophy of science, or STS. Likewise the most critical voices in the criticism
of economics also come from historians of economic thought (e.g., Reinert, Chapter 1
and Reinert and Rdssner, Chapter 3 in this volume; Mirowski 1991). The second lesson
would, hence, be to listen to the voices from these disciplines.

Another recipe coming from STS which could perhaps be considered in economics
is for the strengthening of quality control mechanisms and tools. This would involve a
better method to reintroduce craft skills in handling numbers. Education would play an
important role in this, as well as better strategies for the screening of mathematical evi-
dence. These include tools such as NUSAP (Funtowicz and Ravetz 1990; van der Sluijs
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et al. 2005), sensitivity auditing (Saltelli et al. 2013), and quantitative storytelling (Saltelli
and Giampietro 2016).

Daniel Sarewitz (2015), a long-term advocate against science’s ‘excess of objectivity’,
has demonstrated the importance of citizens’ participation if the applications of science
to policy are to work. Even if citizens become more like scientists, this would again be the
old ineffective ‘deficit model’ whereby progress is hampered by citizens’ lack of scientific
(or economic, in this case) numeracy. Change has to come from within the professions as
well. There are already precedents, in the activist campaigns such as those organized by
Sir Timothy Gowers against Elsevier, or the action of individual economists such as Paul
Romer, already mentioned.

Along these lines one might think of a utopia where the movement known as ‘citizen
science’ develops and extends into the arts and professions, to create aware citizen-
scientists and citizen-economists. The profession has the intellectual ammunition to
achieve this: just listen at the talks given at the conference “What’s Wrong with the
Economy — and with Economics? mentioned at the beginning of this section. We live by
the choices we make. We may become the artifices of our own misery if we keep living
in the shadows of Keynes’s famous ‘defunct economists’ or, as argued in the present
volume, if we restrict arbitrarily the number of economists whose dreams we choose in
order to understand the world around us.

A FAILED UNDERSTANDING OF UTOPIA RESULTING FROM
THE LACK OF CONTEXT: FERGUSSON'’S (2011B) ‘KILLER
APPS’, AND ACEMOGLU AND ROBINSON (2012)

Harvard economic historian David Landes (1924-2013) made a rough but insightful tax-
onomy of explanations of economic development. Starting out his Richard Ely Lecture™
entitled “Why Are We so Rich and They so Poor?’, Landes says:

I shall argue that most answers to the question posed by my title fall into one of two lines of
explanation. One says that we are so rich and they so poor because we are so good and they
so bad; that is, we are hardworking, knowledgeable, educated, well-governed, efficacious, and
productive, and they are the reverse. The other says that we are so rich and they so poor because
we are so bad and they so good: we are greedy, ruthless, exploitative, aggressive, while they are
weak, innocent, virtuous, abused, and vulnerable. It is not clear to me that one line of argu-
ment necessarily precludes the other, although most observers and commentators have a strong
preference in the matter. (Landes 1990)

What Niall Fergusson’s (2011b) bestseller Civilization: The Six Ways the West Beat
the Rest with its historical ‘killer applications’ to wealth has in common with Acemoglu
and Robinson’s (2012) Why Nations Fail®® is that their bias makes them fall too heavily
into Landes’s first category; a bias that refuses to acknowledge that, to a large extent, the
dynamics that leads to economic development (what we have called the Marshall Plan

3 Named after Harvard economist Richard Ely (1854-1943), a founder and the first Secretary of the
American Economic Association, often referred to as a ‘Christian Socialist’.
3 See also a brief discussion in Chapter 1 of this volume.
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mechanisms) has been the result of a certain type of econo-political structure that was
prohibited under colonialism. We shall argue that the urban bias*® that created the ben
commune (Brunetto Latini, 1220-1294), freeing Europe from the extractive modes of
feudal society, could not have happened without a large division of labour in handicraft
and manufacturing. Here lie the origins of inclusive political institutions. ‘City air makes
free’, runs an old German proverb, reflecting the legal practice that after a period of a
little more than a year in a city, serfs were no longer the property of the landowners.*" If,
in the absence of manufacturing, colonial peasants and colonial societies were not able
to produce the economic structures upon which Acemoglu and Robinson’s ‘inclusive
institutions’ rest, these authors’ approach could be seen as a variation, although more
sophisticated, of Landes’s ‘we are so good and they so bad’.

In a sense both works represent a lack of understanding of the qualitative historical
dynamics, how things evolve into what they are: the static point of departure for modern
regression analyses. Alfred Marshall, the founder of neoclassical economics, respectful
of the important roots of economics in German economic tradition, puts it this way: ‘in
other words that from what is we have to learn what is becoming; from das Sein we have
to learn das Werden’ (Marshall 1897, 10).

Acemoglu and Robinson fail to explore the werden (the ‘becoming’) of the inclusive
economic institutions upon which they put so much emphasis. If we allow US economic
historian Richard Goldthwaite, an expert on the early Italian capitalist city states, to be
our guide to the history of capitalism, this history starts with the conscious shift of com-
parative advantage in the Italian city-states. What is generally seen as Europe’s ‘commer-
cial revolution’, Goldthwaite argues, was in fact a process of import substitution: from
the twelfth century onwards manufactured goods, which had previously been imported
from the Levant, started to be produced in Europe (Goldthwaite 2009, 6-8). As Sombart
and Schumpeter would argue, economic strategies tend to produce outcomes that were in
no way intended; for example, the intention of early English industrialists was probably
to join the landed oligarchy, but the forces set in motion broke down the very structure
they planned to join. The intention of the then relatively backward European continent
was not to construct capitalism and inclusive institutions; yet, in the end, that was the
outcome of those strategies.

Part of the problem with modern literature on economic development is the crucial
issue of the arrows of causality between economic activities and the institutions with
which they co-evolve.?® Inhibiting certain kinds of economic activities will also impede
the development of institutions with which they co-evolve. In a brief moment of counter-
factual history we can imagine how the United States would have looked — with slavery,
free trade and no pro-industrialization policies — if the South had won the Civil War.
Such a society would hardly have displayed the desired ‘inclusive institutions’. Acemoglu
and Robinson as well as Fergusson leave out of their analysis the wisdom of centuries,
starting, in the English-speaking literature, with Francis Bacon’s (1994 [1620]) Novum

3% For a discussion of the role of the cities, in addition to the work of Jane Jacobs (1984) cited in the
Introduction to this volume, see Sir Peter Hall’s massive tome Cities in Civilization (1998). On the appearance
of the town and city economies in the larger picture of the development of human societies, see Reinert (2000).

3 ‘Stadtluft macht frei’; see Grimm and Grimm (1991 [1919)). See also Hiithns and Hithns (1963, 123).

3% For a more thorough discussion see Reinert (2006b).
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Organum: ‘There is a startling difference between the life of men in the most civilized
province of Europe, and in the wildest and most barbarous districts of New India. This
difference comes not from the soil, not from climate, not from race, but from the arts.’

As mentioned in Chapter 1 of this volume, we find this understanding of how the
arrows of causality run — from the occupations of man to his institutions, not the other
way round — in the Arab-speaking world with Ibn-Khaldun (1332-1406): ‘The differences
between different peoples arise out of the differences in their occupations’ (Ibn Khaldun
quoted in Issawi 1987, p. 17). The direction of the arrow of causality in development
still remains that described by Johann Jacob Meyen in 1770: ‘It is known that primitive
nations do not improve their customs and habits, later to find useful industries, but the
other way around’ (quoted in Reinert 2007, 101). The change of mentality occurs with the
change of mode of production. Waiting for a hunting and gathering society to acquire
the institutions of industrial societies, and then to industrialize, is absurd.* Even when
societies are much closer in terms of development this institutional reversal of the arrow
of causality may prove elusive, as was the attempt to impose the US-style rule of law on
occupied Iraq (Carothers 2009).

In his bestseller, Civilization: The Six Ways the West Beat the Rest, economic historian
Niall Fergusson (2011b) introduced a set of six ‘killer apps’: six ways in which Western
civilization had beaten the rest of the world. It is not difficult to agree with most of
Fergusson’s ideas, but we challenge them in this Epilogue with an antagonist list of
recipes, one proposed by Erik Reinert* which tries to identify deeper reasons and factors
behind Fergusson’s own list of ‘killer apps’.

We start with Fergusson’s ‘killer applications’:

1. Competition. Fergusson compares China to Europe in 1500. He argues that the
Chinese Empire remained under an isolationist regime, leading to little competition
among polities. Europe, long fragmented, encouraged competition and this led to
increased travel to seek meaningful opportunities abroad.

2. Scientific revolution. Fergusson claims that breakthroughs in science are mostly
attributed to European innovations, particularly in weaponry which allowed military
predominance.

3. Property rights. Fergusson believes that a firm grounding in respect for democracy
and property ownership led to successful economic growth with a government
mindful of these ideals.

4. Modern medicine. The West found vaccinations for smallpox and yellow fever and
doubled life expectancy. Many of these vaccinations were disseminated in the colo-
nies, and were seen as important matters of public health.

5. Consumer society. In the eighteenth and nineteenth centuries, Britain was a keen
example of an all-encompassing spending society, whose ideas spread to the colonies,
engendering a sweeping popularity of Western clothing.

6. Work ethic. Fergusson directly attributes hard work to the rise of Protestantism,
which stressed hard work, saving and reading.

¥ This is also discussed in Reinert (2007, 221-223).
4 Fergusson’s entry in Wikipedia https://en.wikipedia.org/wiki/Niall_Ferguson (accessed November 2015)
shows the controversies surrounding Fergusson’s revisionist view of colonialism.



774  Handbook of alternative theories of economic development

RENAISSANCE AND ENLIGHTENMENT: AN ALTERNATIVE
SET OF THE ‘KILLER APPS’ OF THE WEST

‘Institutions’ has been the shield behind which the economic historians siding with
neoclassical economics found a temporary safe haven. By focusing on institutions per
se, rather than on the contexts and conditions that brought about these institutions, it
has been possible to disregard the most blatant fallacy of neoclassical economics, David
Ricardo’s trade theory, and the myth that free trade has ever brought a nation out of
poverty.

If we take the time and effort to dig behind the institutional shield, we find that civi-
lization, from Ancient China to the Arab civilization in Baghdad around the year 800,
has been based on what we could call ‘knowledge for the sake of knowledge’. Thorstein
Veblen referred to this not-for-profit quest for knowledge as ‘idle curiosity’.*! From the
Renaissance* on, Christendom* came with a ‘duty to invent’ (see Reinert and Daastol
1997); we could call it the ‘da Vinci gene’. These factors would place the root of success of
the West in its history and philosophy, in its attitude to new knowledge, from the Eleatic
school introducing abstract thought to the long tradition of preserving classic traditions
in manuscripts and books in the monasteries of Christianity. The change in the meaning
and connotations of innovation from when Roger Bacon (c.1214—c.1292) was arrested
in Oxford for ‘suspicious innovations’ (that is, seeking knowledge outside the Bible and
Aristotle) to when Francis Bacon (1561-1626) published An Essay on Innovations, where
innovation drives progress, testifies to the mind shift on which Western civilization was
built.* This leads us to the following list of root causes — of ‘killer apps’ — of progress:

1.  Knowledge for the sake of knowledge. Reinert and Daastel (1997) argues that the
Renaissance — and with it Western economic take-off — was founded on a religiously
based duty to invent, which we could call the da Vinci gene. In Thorstein Veblen’s ter-
minology this corresponds to idle curiosity. i.e. not-for-profit-curiosity (see Reinert
and Viano 2012).

2. ‘Magna facere’ and emulation. That production did not stop when the family’s needs
were met is a key element distinguishing capitalism from other economic systems
(Werner Sombart). Upon this necessary building block came the taming of warfare
into more peaceful rivalry. One early example of this is the curious competition
between Bologna families of the twelfth century onwards in building towers —
deemed fairly useless for other purposes than conspicuous consumption — rather
than competing in plain war (Roversi 1989). The duty of Magnificent Princes (from
magna facere, to make great things) was to sponsor great art and architecture. Albert
Hirschman’s (1977) The Passions and the Interests presents capitalism as a remedy
against the passions of wars in favour of the ‘harmless’ interests of commercial life.

4 For discussions of Veblen’s terms used here see Reinert and Viano (2012).

4 A modern introduction to the Renaissance by Harvard historian Stephen Greenblatt is The Swerve: How
the Renaissance Began, London: Bodley Head, 2011.

4 We are not claiming that this is a monopoly of Christendom; during the Dark Ages of European civiliza-
tion Islam (in particular in Baghdad around the year 800) and the Jewish religion were important keepers of
Greek wisdom.

4 See Reinert and Daastel (1997) for a further discussion.
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Trade has to be understood as war by other means in a game of emulation between
states (also in war and luxury).* This became another key Western feature.

3. Virtue and instinct of workmanship. Capitalism required three fictitious commodities:
ownership of land, labour as a commodity, and money (Karl Polanyi, 1886-1964).
Civilizing this system required ‘virtue’, a specific ethos, where the values of Greek
philosophy merge with the values of the New Testament (in partial contrast to the
Old Testament). This virtue created the ben commune, the common weal, in urban
life, and made development a phenomenon that could not exist independent of cities.
This ben commune was paramount in the Italian Renaissance, with Florence’s poet
and politician Brunetto Latini (c.1210-1294), and continuing with Leon Battista
Alberti (1404-1472)*% and beyond. This ethos was later popularized by Benjamin
Franklin, whose influence in the West can be measured by the fact that his Way fo
Wealth is the economics work that has reached the largest number of editions of
all.” The ‘taming of predatory instincts’ — lining up the vested interests of individu-
als with the vested interest of society at large — was an eighteenth-century exercise
set in motion based on the provocation of Bernard Mandeville’s (1723) Fable of the
Bees. Taming what in Thorstein Veblen’s terminology are called ‘predatory instincts’
can be seen as the victory of cooperative over extractive political institutions.”® Thus
a necessary foundation for capitalism and the rule of law was the aligning of the
vested interests of the individual with the interests of society at large. Double-entry
bookkeeping was a product of the Italian Renaissance and was a precondition for
capitalism: for capitalists to quantify their net worth, to manage their capital, but
also for society to make fair taxation possible. Modern banking saw Genova, Siena,
Florence and Venice as leaders, while double-entry bookkeeping (partita doppia) was
formalized by Luca Pacioli (1445-1517), who had been under the early influence of
Leon Battista Alberti (see above).*

4. Individualism balanced with an understanding of a ‘ben commune’ (Veblen’s ‘parental
bent’). In contrast to feudalism, where money was made by clinging to inherited
property rights, the Renaissance and the Enlightenment created a Schumpeterian
dynamic where the only way to continue to make money was to innovate. This
dynamic was well captured by the Red Queen’s line, ‘Now, here, you see, it takes
all the running you can do, to keep in the same place’, in Lewis Carroll’s (1991
[1871]) Through the Looking Glass. That frequent financial crises killed idle capital —
mammon — and poorly invested capital was probably an important ingredient in the
system. Schumpeter was a lone voice in arguing that financial crises are necessary
‘cold showers’ that cleanse the capitalist system, but he was probably right. By saving
the financial sector we seem today to have killed the powers of creative destruction

4 Building on Fergusson’s point on the role of war can be added a work by Werner Sombart (1913a), Krieg
und Kapitalismus (War and capitalism). In the same year, however, Sombart identified another main driver for
Western capitalism, in Luxus und Kapitalismus (1913b). The first volume has never been translated into English,
the second was translated as Luxury and Capitalism.

% For a discussion of the role of Leon Battista Alberti, see Chapter 1 in this volume.

47 http://waytowealth.org/.

#  Thorstein Veblen, who would have added to their perspective, is not mentioned in Acemoglu and
Robinson.

4 Recent works on bookkeeping include Gleeson-White (2012) and Soll (2014).
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in the real economy in favour of negative-sum games — or even destructive creation —
based on innovations in the financial sector.

5. Huge diversity of states and approaches, balance of countervailing powers, and
freedom from arbitrary power. This feature is common to ancient and modern
thinkers alike, from Montesquieu to John Kenneth Galbraith. To take an example,
in Florence the composition of /a signoria was conceived as to never have more than
one banker; see John Najemy’s discussion of the anti-magnate legislation in Florence
(Najemy 2006). At the same time the elected rulers — the signoria — had terms as
short as three months. Likewise Venice’s institutions to prevent encroachment of
power elites included anti-corruption policies, the ‘circulation of elites’ and of public
offices — the normal tenure was only six months — and the person elected Doge was
one not seeking power. Rather, the Doge was often a successful businessman who had
to give up his business during his term, and remain virtually a prisoner in the city.

6. Anti-feudal and pro-manufacturing policies in the past gave rise to increasing returns
and a large division of labour which made the growth of cities and generalized
welfare possible. Giovanni Botero (Chapter 1 in this volume) was an important early
theorist here. The rise of capitalism represents the victory of individual freedom,
coupled with an intense urge for a hen commune which is present in urban socie-
ties but not in feudal ones. These urban values represented anti-speculation, anti-
hoarding and anti-feudalism. Democracy in Florence was for centuries under threat
from surrounding feudal landowners, and speculation was kept at bay by prohibiting
the transport of food out of the city. Spain’s 1520-1521 ‘War of the Comuneros’ may
be seen as an example of the urban, anti-feudal, political factions losing this type of
conflict (Seaver 1866 [1928]; Gutiérrez Nieto 1973).

A main contrast, then, between Fergusson’s and Acemoglu and Robinson’s theses —
which we here group together — and Reinert’s thesis is that the former tend to disregard
the context in which institutions develop. Inclusive economic institutions grew out of the
freedom from arbitrary power that dominated feudal societies, and the way out required
‘a cult of manufacturing’.®® The most evident benefit springing from this freedom was
the handicraft and manufacturing industries from which the cities could pay their food
bills to the largely feudally controlled countryside. In Switzerland — together with Iceland
and Norway, the only countries in Europe that were never controlled by feudalism’! — the
Constitution to this day holds the absence of arbitrariness, of Willkiir, as one of its most
important principles (Uhlmann 2005). The state — never the individuals — may make ‘arbi-
trary’ decisions, but strictly if needed for the common good (salus rei publicae).

We would argue that historically the preconditions for the ‘good governance’, creat-
ing the ‘inclusive economic institutions’ which are seen as so central to Acemoglu and
Robinson, are specific to those countries that historically have been through the anti-

0 That this ‘cult of manufacturing’ in term had a very positive impact on agriculture was already empha-
sized by David Hume when discussing the reign of Henry VII (who started promoting manufacturing in
England in 1485): ‘Promoting husbandry . . . is never more effectually encouraged than by the encrease [sic] of
manufactures’ (Hume 1767, 65).

5! Norwegian historian Kaare Lunden has made the point that the three countries where feudalism never
penetrated are also the countries that chose not to join the European Union.
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feudal, anti-arbitrary process of industrialization. Poor countries have rarely been able
to distribute the windfall profits from large findings of oil and gas. Norway managed
this fairly successfully because the necessary inclusive institutions were already in place
through industrialization and through a gradual political consensus.

THE OUTLINES OF A SOLUTION: FROM THE RENAISSANCE
TO KEYNES (1933)

It often happens that the universal beliefs of one age of mankind — a belief from which no
one was, nor without an extraordinary effort of genius and courage could at the time be free —
becomes to a subsequent age so palpable an absurdity, that the only difficulty then is to imagine
how such a thing can ever have appeared credible . . . It looks like one of the crude fancies of
childhood, instantly corrected by a word from any grown person. (John Stuart Mill, Principles
of Economics, 1929 [1848], 3)

Gestalt-Switch Moments: Learning from 1848 and 1989

From natural to social sciences, from fashions to zeitgeists, paradigm shifts of unexpected
magnitude can take place over the shortest of times, as from the above quote of philoso-
pher John Stuart Mill (1806-1873).

One of the more perverse ideological fabrications over the last decades has been
the vilification of John Maynard Keynes (1883-1946) as a leftist monster opposing
Friedrich Hayek (1899-1992) as our new ‘saviour’.’> The extremes to which the libertar-
ian propaganda machine goes in demonizing Keynes — correctly seen by his biographer
as ‘the economist as saviour’ (Skidelsky 1995) — is well represented by Libertopolis in
Guatemala, which features a poster reading, ‘After the cult of Ché [Guevara] the cult of
Keynes is the most harmful: That for ALL populists the GOD of economists is Keynes IS
NO COINCIDENCE?,** thus putting Keynes on the ideological level of Ché Guevara.

Keynes is again important today because he understood both the basic undercon-
sumption problem that is latent in capitalism, and the role of industry. Today’s problems
call for a new zeitgeist — a gestalt-switch — and we can think of few better introduc-
tions to what ought to be the new zeitgeist for the West than Keynes’s seminal article,
‘National self-sufficiency’, written in 1933 (Keynes 1982 [1933]). Like today, 1933 was
a time of rude awakening, and the situation requires a zeitgeist recognizing the need for
de-globalization: that goods to a larger extent must be ‘home-spun’ and that finance also
ought to have a more national character. This of course does not literally mean autarky
or self-sufficiency, but it means returning to the extremely successful world model of
development that ruled from 1945 until the mid—1970s: the vision that world prosperity
requires that manufacturing industries and advanced service sectors are distributed to all
nations.

Keynes’s 1933 article didactically takes the reader through the necessary change in
zeitgeist which was embarked upon in 1933, and upon which the world now again needs

2 A google search of ‘Keynes vs. Hayek’ gives 250 000 hits (November 2015)
53 Source: Libertopolis, Guatemala, available at https://www.facebook.com/libertopoliscom/photos/a.
157988340883664.40196.122086647807167/1132999443382544/.
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to embark. Keynes first takes us through the reasoning necessary to free the mind from a
belief in free trade as a matter of ‘moral law’:

I was brought up, like most Englishmen, to respect free trade not only as an economic doctrine
which a rational and instructed person could not doubt, but almost as a part of the moral law.
I regarded ordinary departures from it as being at the same time an imbecility and an outrage.
I thought England’s unshakable free trade convictions, maintained for nearly a hundred years,
to be both the explanation before man and the justification before Heaven of her economic
supremacy. As lately as 1923 I was writing that free trade was based on fundamental ‘truths’
which, stated with their due qualifications, no one can dispute who is capable of understanding
the meaning of the words.

Keynes gives us compelling arguments for de-globalization, why globalization had
gone too far: ideas ought to travel freely but goods, to a larger degree than hitherto, need
to be homespun, and finance should be primarily national:

But experience is accumulating that remoteness between ownership and operation is an evil in
the relations among men, likely or certain in the long run to set up strains and enmities which
will bring to nought the financial calculation.

I sympathize, therefore, with those who would minimize, rather than with those who would
maximize, economic entanglement among nations. Ideas, knowledge, science, hospitality,
travel — these are the things which should of their nature be international. But let goods be
homespun whenever it is reasonably and conveniently possible, and, above all, let finance be pri-
marily national. Yet, at the same time, those who seek to disembarrass a country of its entangle-
ments should be very slow and wary. It should not be a matter of tearing up roots but of slowly
training a plant to grow in a different direction.

For these strong reasons, therefore, I am inclined to the belief that, after the transition is
accomplished, a greater measure of national self-sufficiency and economic isolation among
countries than existed in 1914 may tend to serve the cause of peace, rather than otherwise. At
any rate, the age of economic internationalism was not particularly successful in avoiding war;
and if its friends retort, that the imperfection of its success never gave it a fair chance, it is rea-
sonable to point out that a greater success is scarcely probable in the coming years.

Global free trade did not deliver on its promise of global peace, although this was
once a key argument for free trade. Obviously today’s context is different than that of
1933, but our argument is that since the very same type of economic forces are at work
today — although in a different context — the solution to the problem lies in the same rec-
ommendations that Keynes had. We suggest that this is the direction in which we need to
move, but the recommendations should not be taken literally. We must keep in mind that
the policies here outlined by Keynes — and not a religious belief in free trade — were the
true foundations for the policies that produced unprecedentedly high economic growth in
the world until the mid-1970s. European economic growth over the centuries has always
been based on the principle of emulation rather than on that of free trade, suggesting that
the history of economic thought in this aspect needs to be rewritten (S. Reinert 2011).

Keynes then turns to what we today would call environmental issues:

The same rule of self-destructive financial calculation governs every walk of life. We destroy the
beauty of the countryside because the unappropriated splendors of nature have no economic
value. We are capable of shutting off the sun and the stars because they do not pay a dividend.
London is one of the richest cities in the history of civilization, but it cannot ‘afford’ the highest
standards of achievement of which its own living citizens are capable, because they do not ‘pay’.
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The decadent international but individualistic capitalism, in the hands of which we found
ourselves after the war, is not a success. It is not intelligent, it is not beautiful, it is not just, it
is not virtuous — and it doesn’t deliver the goods. In short, we dislike it, and we are beginning
to despise it. But when we wonder what to put in its place, we are extremely perplexed . .. We
are — all of us, I expect — about to make many mistakes. No one can tell which of the new systems
will prove itself best.

The road ahead is better defined now than in 1933, when a planned economy was one
of the possibilities open to the world. However, as a starting point we still have to get rid
of what Keynes called the ‘bundle of obsolete habiliments one’s mind drags round’. A
key obsolete notion is that all economic activities should be seen as being qualitatively
alike, as is implicit in Ricardian trade theory. Since economic activities in reality differ so
widely in terms of their ability to create welfare — which this book attempts to explain —a
strategy to maximize world real income and welfare requires very different policies than
the present economic strategy that instead maximizes international trade.

A new course could therefore also be beneficial to the nations which at first glance
may appear on the verge of abandoning their Colbertian economic order. Our thoughts
go to China. It may initially sound illogical, but as wages and employment rates in many
European countries and in the United States fall, it may in fact be in China’s long-term
interest to tolerate some protectionism in these countries. Protecting parts of the indus-
trial system of the United States and Europe can be seen as safeguarding the future size
of overseas markets, of future demand for Chinese goods. In terms of underconsumption
we are all in the same boat.

The devastating effects of the present crises are a direct result of the loss of a whole
theoretical tradition based on qualitative understanding of the economy; of economics
as an Erfahrungswissenschaft, a science of experience, based on an understanding of
history rather than on mathematics. In this continental European tradition, from Karl
Marx on the left to Joseph Schumpeter on the right, financial crises are a normal feature
of capitalism. Because this type of theory also carries with it an understanding of the role
of technology, this continental European type of theory also explains uneven economic
development. It is our hope that this kind of experience-based economic theory — in
the tradition of which this book is written — will again become influential in Europe. It
is our turn not to criticize, but to emulate China’s investments in new technology and
infrastructure.

We face a quintuple challenge: a financial crisis, an energy crisis, an environmental
crisis, a crisis of unemployment, and the crisis caused by the migration of surplus popu-
lation from nations which de-industrialized and/or were caught in wars produced partly
by the externalizations of Western anguishes. There is also a serious crisis of unbalance
between the core and peripheral countries of the European Union. Either the uncompeti-
tive peripheral countries become at the receiving end of Colbertian economic policies —
including a break-up of the euro — or a large number of the inhabitants of these countries
will physically move to the core countries.

Capital must be channelled from financial speculation into the employment of underu-
tilized human resources, to solve the energy and environmental crises. Polluting oil is
just as unlikely to be mankind’s last source of energy as horses were, but as the age of
complete dependence on oil is approaching its end we face similar uncertainties as when
the age of horse-drawn carriages was coming to an end. The 1890s saw prototypes of
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both steam cars and electrical cars, but the solution came from an outsider, from Karl
Friedrich Benz and the gasoline-powered car. Today we are facing similar technological
uncertainties and therefore need to throw resources at many possible solutions. If infla-
tion is a necessary part of quelling the dominance of the financial sector, so be it. The
financial crisis of the 1970s, normally called the oil crisis, was also solved partly through
inflation. But being in the hands of a financial sector which prefers deflation to inflation
will block the solution from the 1970s.

Today’s economic theory has lost key features of what built Western civilization, of
both the Renaissance and the Enlightenment. The core of what we call the ‘Other Canon’
of economics lies in qualitative features of Renaissance societies that are not compatible
with (not possible to include in) the excessively formal structures of today’s mainstream
economics.

The core of the Renaissance was iliber-Schumpeterian: the magna facere that created
great innovations in art and in the production of everything from weaponry to irrigation
canals was a way of thinking big that went far beyond profit-making. Having lost the
societal dimension through a cult of methodological individualism is one of the main
problems of mainstream economics.

Renaissance Florence also understood the need to prevent speculation. Transporting
food out of the city was prohibited; this could feed speculation. Renaissance cities also
managed to create what John Kenneth Galbraith dubbed a balance of countervailing
power. The Florentine government — the signoria — consisted of nine members, repre-
senting different professions, and only one of them represented the financial sector.
Renaissance cities also frequently rotated their elected administrators to prevent cor-
ruption, and Florence specifically cultivated its urban culture — of manufacturing and
trading — by keeping the producers of raw materials, the big landowners, away from any
political power. In the world of today we still see how the absence of a manufacturing
sector is part of a pattern of undemocratic governments. A common element of failed
states is the almost complete absence of a manufacturing sector (Reinert, Kattel and
Amaizo 2011).

Two key features of the Enlightenment are also lost in today’s economics: the ability to
build classification systems, as Linnaeus did, and to understand the limits that need to be
set for private greed. As we have argued throughout this volume, a key feature of main-
stream economics is its inability to qualitatively distinguish between economic activities.
The apparent accuracy of neoclassical economics is a direct result of its failure to make
qualitative distinctions. We all understand that if all medical doctors of Paris are put in
one country and all the people who wash the floors of Parisian hospitals in another, we
get one rich country of medical doctors and one poor country of cleaning ladies. This
commonsense proposition is unfathomable in Ricardian trade theory, because world
trade is modelled as the bartering of labour hours, all assumed to be of the same quality.
This was the English way of trying to convince the colonies to stay with their compara-
tive advantage in being poor and ignorant. Now this same theory is boomeranging and
making the West poorer, also by bringing in migration from colonies we failed to indus-
trialize and countries we violently tried to jump-start to democracy. The chickens are
coming home to roost.

With the coming of neoliberalism, the key Enlightenment debate on the limits of
self-interest — a debate which lasted virtually through the whole of the eighteenth
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century — was lost. The conclusion of the Enlightenment debate was boiled down to
one sentence by Milanese economist Pietro Verri in 1771: ‘the private interest of each
individual, when it coincides with the public interests, is always the safest guarantor of
public happiness’ (Verri 1771, 3). In other words, greed is good as long as the end effect
contributes to making the economic pie larger. With neoclassical economics the public
interest — society — ceased to exist as a unit of analysis. This opened up for today’s view —
inspired by Gordon Gekko — that all greed is good, even the present greed of the financial
sector which creates huge private wealth while shrinking the real economy to the detri-
ment of the public interest.

At its nucleus, mainstream economics describes Adam Smith’s savage who has learned
to barter, not Schumpeter’s savage who has learned to innovate. Like new medicines
which fail to get government approval, situated and context-dependent economic theo-
ries that may approach reality generally fail to reach policy level. Although more realistic
theories exist, the world is mostly ruled by the crudest of economic models.

Now is the time to rediscover the eighteenth-century science of economic decline
(Reinert 2015), which came into being when formerly immensely rich city-states — such
as Florence, Venice and the Dutch Republic — were losing wealth and power to increas-
ingly successful nation-states such as England and France. The present choice of the
West is between declining like Venice, turning into a museum, or declining like the Dutch
Republic, no longer the wealthiest, but being still wealthy. In order to achieve the latter
goal, we must selectively de-globalize, bring back the principles of the Renaissance and
the Enlightenment, and with it an economic understanding that entails all the key princi-
ples that made Europe unique in the first place: emulation of the most successful nations,
and only then free trade. After all, free trade has ruled the world only in two very brief
periods of human history: the late 1800s, and the late 1900s and early 2000s. In both
periods the cult of free trade came to an end for the same reasons: not only did free trade
as a goal rather than a tool create intolerable poverty in the world periphery, but it also
started an economic decline at the very core of capitalism.
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